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Division 3. Franchise Tax Board 



Chapter 1. General Administration 

(Originally Printed 1-21-50) 



Article 1. General Provisions 

§ 17000. Franchise Tax Board. 

Note-: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Article 1 (formerly §§ 14501 to 14512. inclusive), filed 1-5-50 and designated 
to be effective upon filing (Register 19. No. 1). 

2. Renumbered as §§ 1 7000 to 1 7004 (Register 27, No. 4). 

3. Repealer filed 3-22-82; effective thirtieth day thereafter (Register 82, No. 1 3). 

§17000.1. Executive Officer. 

NOTE: Authority cited: Sections 19253, 19535 and 26422, Revenue and Taxation 
Code. 

History 

1. Renumbering from Section 17001 to Section 17000.1 filed 2-21-79 as proce- 
dural and organizational; effective upon filing (Register 79, No. 7). 

2. Order of Repeal filed 6-4-85 by OAL pursuant to Government Code Section 
1 1349.7; effective thirtieth day thereafter (Register 85, No. 26). 

§ 17000.2. Emergency Meetings and Conditions; Notice 
Requested. 

NOTE: Authority cited: Sections 19253 and 26422, Revenue and Taxation Code. 
Reference: Section 11125, Gov. Code, and Sections 17048, 17069 and 25564, 
Revenue and Taxation Code. 

History 

1. New section filed 12-31-73 as an emergency; effective upon filing (Register 
73, No. 52.) 

2. Certificate of Comphance filed 2-27-74 (Register 74, No. 9). 

3. Renumbering from Section 17002.6 to Section 17000.2 filed 2-21-79 as proce- 
dural and organizational; effective upon filing (Register 79, No. 7). 

4. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 



Article 2. Delegation of Authority 

§ 17000.10. Authority of Executive Officer. 

Subject to the general supervision and direction of the Franchise Tax 
Board, all of the powers granted to and duties imposed on the Franchise 
Tax Board by any provision of law, rule or regulation may be exercised 
and performed by the executive officer except the powers and duties spe- 
cified in Section 17000.11. 

Note; Authority cited: Sections 1 9253, 20642, and 26422, Revenue and Taxation 
Code. Reference: Sections 15701 and 15702, Government Code. 

History 
1. Renumbering from Section 17002 to Section 17000.10 and amendment filed 

2-21-79 as procedural and organizational; effective upon filing (Resister 79, 

No. 7). 

§ 17000.11. Authority Reserved by the Board. 

The following powers and duties of the Franchise Tax Board are spe- 
cifically reserved to the board and are not delegated to the executive offi- 
cer: 

(a) Except as otherwise delegated by resolution of the board, to adopt 
rules and regulations and to prescribe the extent, if any, to which any rule 
or regulation shall be applied without retroactive effect; 

(b) To appoint and remove an executive officer in accordance with the 
provisions of Section 15701 of the Government Code; 

(c) Any power or duty which by any provision of law shall be exercised 

or performed only by the board. 

NOTE: Authority cited: Sections 19253, 20642 and 26422, Revenue and Taxation 
Code. Reference: Section 15702, Government Code. 



History 

1. Renumbering from Section 17003 to Section 17000. 11 filed 2-21-79 as proce- 
dural and organizational; effective upon filing (Register 79, No. 7). 

2. Amendment of subsection (d) filed 12-23-81; effective thirtieth day thereafter 
(Register 81, No. 52). 

3. Amendment filed 1 1-21-84; effective thirtieth day thereafter (Register 84, No. 
47). 

§ 17000.12. Delegation by Executive Officer. 

NOTE: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . Renumbering from Section 1 7004 to Section 1 7000. 1 2 filed 2-2 1 -79 as proce- 
dural and organizational; effective upon filing (Register 79, No. 7). 

2. Repealer filed 3-22-82; effective thirtieth day thereafter ( Register 82. No. 1 3). 

§ 17000.13. Delegation to Employment Development 
Department and Unemployment Insurance 
Appeals Board. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code; Reference: 
Sections 18806 and 18814, Revenue and Taxation Code and Section 15702.1, 
Government Code. 

History 

1. Amendment of subsection (a) filed 7-31-78 as an emergency; effective upon 
filing (Register 78, No. 31). For prior history, see Register 74, No. 35. 

2. Certificate of Compliance filed 11-22-78 (Register 78, No. 47). 

3. Renumbering from Section 17002.5 to Secfion 17000.13 filed 2-21-79 as pro- 
cedural and organizational; effective upon filing (Register 79, No. 7). 

4. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

Article 3. Procedures of the Board 

§ 1 7000.30. Conflict of Interest Code for the Franchise Tax 
Board. 

The Political Reform Act, Government Code sections 81000, et seq., 
requires state and local government agencies to adopt and proinulgate 
Conflict of Interest Codes. The Fair Political Practices Commission has 
adopted a regulation, California Code of Regulations, title 2, section 
18730, which contains the terms of a standard Conflict of Interest Code, 
which can be incorporated by reference, in an agency's Code. Therefore, 
the terms of California Code of Regulations, title 2, section 18730 and 
any amendments to it duly adopted by the Political Practices Commis- 
sion are hereby incorporated by reference in this agency's Code. This 
regulation, and the attached Appendix designating employees and estab- 
lishing disclosure categories, shall constitute the Conflict of Interest 
Code of the Franchise Tax Board. 

Designated employees shall file statements of economic interests with 
this agency. Upon receipt of the statement of the Executive Officer, the 
agency shall make and retain a copy and forward the original of that state- 
ment to the Fair Political Practices Commission. Statements for all other 
designated employees will be retained by the agency and made available 
for public inspection. 

NOTE: Authority cited: Section 87300, Government Code. Reference: Sections 
87300-87302 and 87306, Government Code. 

History 

1. New section filed 10-22-76; designated effective 1-1 -77 (Register 76, No. 43). 
Approved by Fair Political Practices Commission 9-21-76. For history of pre- 
vious section, see Register 71, No. 2. 

2. Renumbering from section 17005 to section 17000.30 and amendment filed 
2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 

3. Repealer and new secfion (including appendix) filed 2-26-81; effective thir- 
tieth day thereafter. Approved by Fair Political Pracfices Commission 1 2-1-80 
(Register 81, No. 9). 

4. Amendment of Appendix filed 5-17-83; effecfive thirtieth day thereafter. Ap- 
proved by Fair Political Practices Commission 4-18-83 (Register 83, No. 21 ). 

5. Amendment of Appendix filed 3-7-88; operative 4-6-88. Submitted to OAL 
for printing only. Approved by Fair Political Practices Commission 1-29-88 
(Register 88, No. 12). 

6. Amendment of section and Appendix filed 5- 1 7-9 1 . Approved by Fair Political 
Practices Commission 3-19-91 (Register 91, No. 19). 

7. Amendment of Appendix filed 1-30-92; operative 3-2-92. Submitted to OAL 
for printing only. Approved by FairPoHtical Pracfices Commission 12-17-91 
(Register 92, No. 12). 

8. Amendment of section and Appendix filed 10-21-93. Submitted to OAL for 
prinfing only. Approved by Fair Political Practices Commission 9- 1 3-93 ( Reg- 
ister 93, No. 43). 



Page 303 



Register 2003, No. 36; 9-5-2003 



§ 17000.30 



BARCLAYS CALIFORNIA CODE OF REGULATIONS 



Title 18 



9. Amendment of section and Appendix filed 10-18-93; operative 11-17-95. 
Submitted to O AL for piinting only. Approved by Fair Political Practices Com- 
mission 8-31-95 (Register 95, No. 42). 

10. Amendment of Appendix filed 1-8-98: operative 2-7-98. Approved by Fair 
Political Practices Commission 1 1-4-97 (Register 98, No. 2). 

11. Amendment of Appendix filed 5-18-99: operative 6-17-99. Approved by 
Fair Political Practices Commission 3-31-99 (Register 99. No. 21). 

12. Amendment of NoTi-.and Appendix filed 12-24-2001 : operative 1-23-2002. 
Approved by Fair Political Practices Conmiission 1 0-30-2001 (Resister 2001 , 
No. 52). 

13. Amendment of section and Appendix filed 9-4-2003: operative 10-4—2003. 
Approved by Fair Political Practices Commission 7-7-2003 (Reeister 2003, 
No. 36). 

Appendix 

Assigned 
Disclosure 
Designated Positions Categoiy 

General Management 

Executive Officer 1 . 2, 3 

Career Executive Assignment (C.E.A.) Levels 1-4 1. 2, 3 

Consultants 1 , 2, 3* 

Management Assistance 

Tax Service Specialist 1, 2, 3 

Assistant Tax Service Specialist 1, 2, 3 

Staff Services Manager I and III 1, 2, 3 

Staff Services Manager II (Mgr.) 1. 2, 3 

Staff Services Manager II (Sup) 1, 2, 3 

Operations Research Specialist II 1, 2, 3 

Associate Business Management Analyst 1. 2, 3 

Research Program Specialist I and II 1, 2. 3 

Research Program Specialist II (Econ) 1, 2, 3 

Associate Tax Research SpeciaUst 1,2,3 

Tax Research Specialist I, II and III 1.2,3 

Associate Management Auditor 1, 2, 3 

Supervising Management Auditor I, 2, 3 

Staff Management Auditor 1, 2, 3 

Staff Services Management Auditor 1,2,3 

Research Manager I and II (Econ) 2, 3 

Research Manager I, II and III (General) 2, 3 

Associate Governmental Program Analyst 2, 3 

Associate Management Analyst 2, 3 

Education and Outreach Specialist 2, 3 

Education and Outreach Supervisor 2, 3 

Associate Operations Specialist 2, 3 

Staff Operations Specialist 2, 3 

Senior Operations Specialist 2, 3 

Labor Relations Analyst 6 

Labor Relations Manager I 6 

Labor Relations Specialist 6 

Associate Personnel Analyst 6 

Training Officer I 6 

Audio-Visual Specialist 5 

Audio-Visual Assistant 5 

Printing Trades Supervisor II (General) 5 



* The Executive Officer, or his or her designee, may deterinJne in writing that 
a particular consultant, although a "designated position," is hired to perform a 
range of duties that are limited in scope and thus is not required to fully comply 
with the disclosure requirements described in this section. Such written determina- 
tion shall include a descripfion of the consultant's duties and, based upon that de- 
scription a statement of the extent of disclosure requirements. The Executive Offi- 
cer's or his or her designee's determination is a public record and shall be retained 
for public inspection in the same manner and location as this conflict of interest 
code. 

Administrators 

Administrator IV, FTB 1,2,3 

Administrator III, FTB 1, 2, 3 

Administrator II, FTB 1, 2, 3 

Administrator I, FTB 1, 2, 3 



Assigned 
Disclosure 
Designated Positions Categoiy 

Legal 

Chief Counsel II, C.E.A 1, 2. 3 

Counsel, Multistate Tax Affairs 1, 2, 3 

Assistance Chief Counsel 1, 2, 3 

Tax Counsel III, FTB (Sup), 

Tax Counsel III, FTB (Spec), and 

CEA II, Tax Counsel, FTB and Graduate Legal Assistants 

assigned to the General Counsel Section 1, 2, 3 

Program Specialist III. FTB 1. 2, 3 

Program Specialist II, FTB 1, 2, 3 

Tax Counsel III, FTB (Sup) 2, 3 

Tax Counsel III, FTB (Spec) 2, 3 

Tax Counsel IV, FTB 2, 3 

Tax Counsel. FTB 2, 3 

Senior Legal Analyst 2, 3 

Graduate Legal Assistant 2, 3 

Audit 

Program Specialist III, FTB 2, 3 

Program Specialist II, FTB 2, 3 

Program Specialist I, FTB 2, 3 

Associate Tax Auditor, FTB 7 

Tax Auditor, FTB 7 

Special Agents 

Investigation Specialist II, Technical. FTB 2. 3 

Investigation Specialist II, FTB 2, 3 

Investigation Specialist I, FTB 2, 3 

Collections 

Principal Compliance Representative, FTB 2, 3 

Supervising Compliance Representative, FTB 2, 3 

Data Processing Equipment Acquisition 

Computer Operations Supervisor II 4 

Computer Operations Specialist II 4 

Data Processing Manager IV 4 

Data Processing Manager III 4 

Data Processing Manager II 4 

Data Processing Manager I 4 

Information System Tech Supervisor II 4 

Senior Information Systems Analyst (Spec) 4 

Senior Information Systems Analyst (Sup) 4 

Staff Information Systems Analyst (Sup) 4 

Staff Information Systems Analyst (Spec) 4 

Associate Information Systems Analyst (Spec) 4 

Information System Tech Specialist II 4 

Senior Programmer Analyst (Specialist) 4 

Staff Programmer Analyst (Specialist) 4 

Associate Programmer Analyst (Spec) 4 

Systems Software Specialist II (Tech. & Sup.) 4 

Systems Software Specialist III (Tech. & Sup.) 4 

Systems Software Specialist I 4 

Associate Systems Software Specialist 4 

Key Data Supervisor IV 4 

Key Data Supervisor III 4 

Key Data Supervisor II 4 

Telecommunications Systems Analyst II 4, 5 

Telecommunications Systems Analyst I 4, 5 

Telecommunications Systems Manager II 4, 5 

General Procurement Activity 

Business Services Officer III 5 
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Assigned 

Disclosure 

Designated Positions Category 

Business Services Officer II 5 

Business Services Officer I 5 

Business Services Officer I and II (Specialist) 5 

Business Services Officer I (Supervisor) 5 

Business Services Assistant 5 

Associate Business Management Analyst (Contract Admin.) 1, 2, 3, 5 

Associate Space Planner 5 

Staff Services Manager I (Contract Mgr.) 1.2,3,5 

Staff Services Analyst (Contract Admin.) 5 

Associate Budget Analyst 5 

Materials & Stores Supervisor 4, 5 

Materials & Stores Specialist 4. 5 

A designated employee may, from time to time, be temporarily as- 
signed to a training and development assignment outside his or her partic- 
ular classification. Such an employee shall, nevertheless, retain his or her 
designated status. However, employees classified as Associate Tax Au- 
ditor, FTB and Tax Auditor. FTB and serving in the following positions 
on a training assignment for one year or more shall be considered nonde- 
signated for the duration of his or her assignment: 

Assignment to the Print Coordination Unit 

Assignment as the department's Affirmative Action Officer 

Disclosure Categories 

Category I 

Designated employees assigned to this category must report: 

Interests in real property subject to the laws administered by this de- 
partment. 

Category 2 

Designated employees assigned to this category must report: 

Investments and business positions in business entities and sources of 
income, including gifts, loans and travel payments, subject to the laws 
administered by this department. 

Category 3 

Designated employees assigned to this category must report: 

Investments and business positions in or income, including gifts, loans 
and travel payments, from any business entity, subject to the laws admin- 
istered by this department, in which the designated employee is a direc- 
tor, officer, partner, trustee, employee or holds any position of manage- 
ment. 

Category 4 

Designated employees assigned to this category must report: 

Investments and business positions in business entities and income, in- 
cluding gifts, loans and travel payments, from sources which are engaged 
in the sale of data processing equipment and/or services in the State of 
California or which sold data processing equipment to the department. 

Category 5 

Designated employees assigned to this category must report; 

Investments and business positions in business entities and income, in- 
cluding gifts, loans and travel payments, from sources which, within the 
previous two years did, or in the future foreseeably might, contract with 
the Franchise Tax Board or with the State of California to provide ser- 



vices, equipment, leased space, materials, or supplies to the Franchise 
Tax Board, except those business entities or sources of income identified 
in Category 4 above. 

Category 6 

Designated employees assigned to this category must report: 

Investments and business positions in business entities and income, in- 
cluding gifts, loans and travel payments, from sources which within the 
previous two years did, or in the foreseeable future might, contract with 
the Franchise Tax Board to provide personnel services, including consul- 
tant training and personnel services, and commercial leased space for the 
purpose of conducting personnel or training seminars. 

Category 7 

Employees assigned to this disclosure category shall satisfy their re- 
porting requirement as follows: 

If the employee has not participated in an assignment during the course 
of the reporting period in which he or she has a financial interest, then the 
employee shall sign a statement to that effect under penalty of perjury. 
Such statement shall be filed and processed as though it were the disclo- 
sure statement required by secUon 4(A) of the Standard Code. An em- 
ployee who participated in an assignment in which he or she had a finan- 
cial interest shall disclose that interest as described in Categories 2 and 
3, but such statement shall be delivered to the filing officer who will file 
the statement as a public record. 

As an aid to designated employees, the department shall provide a list 
of vendors with whom it has transacted business during the 1 2-month pe- 
riod preceding the disclosure statement filing date, and a list of the laws 
administered by the department. 

§ 1 7000.31 . Employee Rules and Rules for Accessing 
Records and Administrative Remedies. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Title 1.8 of Part 4 of Division 3, Civil Code. 

History 

1. New section and Appendix I filed 7-31-78 as an emergency; effective upon fil- 
ing (Register 78, No. 31). 

2. Certificate of Compliance filed 1 1-21-78 (Register 78, No. 47). 

3. Renumbering from Section 17006 to Section 17000.31 filed 2-21-79 as proce- 
dural and organizational; effective upon filing (Register 79, No. 7). 

4. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 



Chapter 1.5. Bank and Corporation 
Franchise Tax 

NOTE: Subchapter 1.5 originally printed 4-3-48. Repealer filed 
2-18-52 as an emergency; designated to be effective on the thirtieth day 
thereafter and declared not applicable to any period prior to 7-1-51 
(Register 27, No. 4). 

Chapter 2. Personal Income Tax 

Note: Repealer of Subchapter 2 (relating to taxable years prior to 12-31-54) was 
filed January 20, 1964; effective thirtieth day thereafter (Register 64, No. 4). For 
prior history of various sections thereof, see Register 27, No. 4; Register 53, No. 
12; and Register 56, No. 11. 



* * 
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Chapter 2.5. Personal Income Tax 

(Taxable Years Beginning After 12-31-54) 



Subchapter 1. General Provisions and 
Definitions 



(Originally Filed 1-7-58) 

PREFACE 

The "Personal Income Tax Law" (formerly the Personal Income Tax 
Act) was enacted and became effective on June 13. 1935. With certain 
specific exceptions (Sections 17121-17136) the original statute imposed 
a tax upon the entire net income of residents and upon the net income of 
nonresidents derived from sources within the State. Notwithstanding the 
numerous amendments up to 1943. the statute remained basically un- 
changed. During the so-called war period (1943-1948, inclusive) tem- 
porary tax relief was granted in the form of reduced rates and increased 
exemptions in 1943; the personal exemptions were again increased in 
!945 and the 1943 temporary rates and exemptions were made perma- 
nent. In 1 949 the temporary rates ceased and the permanent rates became 
effective. 

In 1943 the Legislature (Stats. 1943. p. 2354) incorporated the Person- 
al Income Tax Act into the Revenue and Taxation Code as Part 1 of Di- 
vision 2 thereof. Section 2 of said laws repealed the incorporated act and 
Section 3 provided that the codification was not effective until July 1, 
1945. 

Section 1 of the Laws of 1945. Chapter 645, repealed Section 3 of the 
1943 law and provided that the 1943 law was to become effective on the 
effective date of the 1945 law. The latter became effective on June 5, 
1 945. and. thus, the Personal Income Tax Law became effective on June 
5, 1945, as Part 10 of Division 2 of the Revenue and Taxation Code. 

The original provisions, notwithstanding repeal, have been continued 
as part of the Revenue and Taxation Code, the same as if the old provi- 
sions had been in code form since 1935. 

In 1955 the Legislature (Chapters 939 and 1590) completely revised 
the taxing provisions of the Personal Income Tax Law so that the lan- 
guage of the sections adopted and their sequence would conform to the 
Internal Revenue Code of 1 954. However, in enacting such law many 
provision of the Internal Revenue Code were omitted. Also as a part of 
such revision the law in effect prior to January 1, 1955, was designated 
the "Personal Income Tax Law of 1 954." Accordingly, when referring 
to the law which was in effect prior to January 1, 1955, in order to distin- 
guish between existing law and former law, after the section number add, 
"Personal Income Tax Law of 1954." 

The following regulations are applicable to taxable years commencing 
after December 31. 1954, except as otherwise specifically stated in the 
text of the regulations. The regulation numbers are the same as the sec- 
tions of the Personal Income Tax Law which are being implemented, in- 
terpreted or made specific. 

The regulations issued by this department and other State agencies are 
now being published by the Division of Administrative Procedure in the 
California Administrative Code and Register; the regulations contained 
in Subchapter 2.5 of Chapter 3 of Title 18 of the California Administra- 
tive Code and are distributed by the State of California, Documents Sec- 
tion, P.O. Box 1612. Sacramento, California, 9507. 

The regulations issued by the department relating to the "Personal In- 
come Tax Law of 1 954," are contained in Subchapter 2* of Chapter 3 of 
Title 18 of the California Administrative Code. 



* Former Subchapter 2 entitled "Corporation Income Tax" originally printed 
April 3, 1948 (Title 18). Repealer filed February 18, 1952, as an emergency des- 
ignated to be effective on the thirtieth day thereafter and declared not applicable 
to any period prior to July 1, 1951 (Register 27, No. 4). 



§ 17002.5. Delegation to Employment Development 

Department and Unemployment insurance 
Appeals Board. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code; Reference: 
Sections 18806 and 18814, Revenue and Taxation Code and Section 15702.1, 
Government Code. 

History 

1. Amendment of subsection (a) filed 7-31-78 as an emergency; effective upon 
filing (Register 78, No. 31). For prior history, sec Register 74, No. 35. 

2. Certificate of Compliance filed 1 1-22-78 (Register 78. No. 47). 

3. Renumbering from Section 17002.5 to Section 17000.13 filed 2-21-79 as pro- 
cedural and organizational; effective upon filing (Register 79, No. 7). 

§ 17002.6. Emergency Meetings and Conditions, Notice 
Requested. 

NOTE: Authority cited: Sections 19253 and 26422, Revenue and Taxation Code. 
Reference: Section 1 I125,Gov.CodeandSecfions 17048, 17069 and 25564, Rev- 
enue and Taxation Code. 

History 

1. New section filed 12-31-73 as an emergency; effective upon fihng (Register 
73 No. 52). 

2. Certificate of Compliance filed 2-27-74 (Register 74, No. 9). 

3. Renumbering from Section 17002.6 to Section 17000.2 filed 2-21-79 as proce- 
dural and organizafional; effecUve upon filing (Register 79, No. 7). 

§17004. Trusts. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 1 1-13-62; effecUve thirtieth day thereafter (Register 62, No. 
23). (See history note following Reg. 17006.) 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§17006. Fiduciary. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New Subchapter 2.5 beginning with Group 2, filed 1-7-58 (except as specifical- 
ly otherwise indicated): effective 30th day thereafter (Register 58, No. 1 ). 

2. Group 1 (Regs. 17006 through 17022) filed 5-3-61 ; effective 30th day thereaf- 
ter (Register 61, No. 9). 

3. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§ 17007. Classification of Organizations for Tax Purposes. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 

23). 

2. Repealer filed 12-23-81;effectivethirtiethday thereafter (Register 81, No. 52). 

§17008. Partnerships in General. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . Amendment filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 

23). 

2. Repealer filed 12-23-81; effective thirtieth day thereafter (Register 81, No. 52). 

§17009. Corporations. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 12-23-81;effectivethirtiethday thereafter (Register 81. No. 52). 

§ 1 701 4. Who Are Residents and Nonresidents. 

The term "resident," as defined in the law, includes ( 1) every individu- 
al who is in the State for other than a temporary or transitory purpose, and 
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(2) every individual who is domiciled in the State who is outside the State 
for a temporary or transitory purpose. All other individuals are nonresi- 
dents. 

Under this definition, an individual may be a resident although not do- 
miciled in this State, and, conversely, may be domiciled in this Slate 
without being a resident. The purpose of this definition is to include in 
the category of individuals who are taxable upon their entire net income, 
regardless of whether derived from sources within or without the State, 
all individuals who are physically present in this State enjoying the bene- 
fit and protection of its laws and govemment, except individuals who are 
here temporarily, and to exclude from this category all individuals who, 
although domiciled in this State, are outside this State for other than tem- 
porary or transitory purposes, and, hence, do not obtain the benefits ac- 
corded by the laws and Government of this State. 

If an individual acquires the status of a resident by virtue of being 
physically present in the State for other than temporary or transitory pur- 
poses, he remains a resident even though temporarily absent from the 
State. If, however, he leaves the State for other than temporary or transi- 
tory purposes, he thereupon ceases to be a resident. 

If an individual is domiciled in this State, he remains a resident unless 
he is outside of this State for other than temporary or transitory purposes. 

(b) Meaning of Temporary or Transitory Purpose. Whether or not the 
purpose for which an individual is in this State will be considered tempo- 
rary or transitory in character will depend to a large extent upon the facts 
and circumstances of each particular case. It can be stated generally, 
however, that if an individual is simply passing through this State on liis 
way to another state or country, or is here for a brief rest or vacation, or 
to complete a particular transaction, or perform a particular contract, or 
fulfill a particular engagement, which will require his presence in this 
State for but a short period, he is in this State for temporary or transitory 
purposes, and will not be a resident by virtue of his presence here. 

If, however, an individual is in this State to improve his health and his 
illness is of such a character as to require a relatively long or indefinite 
period to recuperate, or he is here for business purposes which will re- 
quire a long or indefinite period to accomplish, or is employed in a posi- 
tion that may last permanently or indefinitely, or has retired from busi- 
ness and moved to California with no definite intention of leaving shortly 
thereafter, he is in the State for other than temporary or transitory pur- 
poses, and, accordingly, is a resident taxable upon his entire net income 
even though he may retain his domicile in some other state or country. 

Example (1): X is domiciled in Quebec, where he had lived for 50 
years and had accumulated a large fortune. However, X's doctor ordered 
him to California where he now spends his entire time, except for yearly 
summer trips of about three or four months duration to Quebec. X main- 
tains an abode in California and still maintains, and occupies on his visits 
there, his old abode in Quebec. Notwithstanding his domicile in Quebec, 
because his yearly sojourn in California is not temporary or transitory he 
is a resident of California, and is taxable on his entire net income. 

Example (2): Until the fall of 1955, Y admitted domicile in California. 
At that time, however, to avoid the California income tax, Y declared 
himself to be domiciled in Nevada, where he had a summer home. Y 
moved his bank accounts to banks in that state, and each year thereafter 
spent about three or four months in that state. He continued to spend six 
or seven months of each year at his estate in California, which he contin- 
ued to maintain, and continued his social, club and business connections 
in California. The months not spent in Nevada or California he spent trav- 
eling in other states or countries. Y is a resident of California and is tax- 
able on his entire income, for his sojourns in this State are not for tempo- 
rary or transitory purposes. 

Note: If, in the foregoing two examples, the facts are reversed so that California 
is the State of domicile and the other states or countries are those in which the per- 
son is present for the indicated periods and purposes, X and Y are not residents of 
California within the meaning of the law because they are absent from the State 
for other than temporary or transitory purposes. 

Example (3): B and C, husband and wife, domiciled in Minnesota 
where they maintained their family home, come to California each No- 



vember and stay here until the middle of March. Originally they rented 
an apartment or house for the duration of their stay here but three years 
ago they purchased a house here. The house is either rented or put in the 
charge of a caretaker from March to November. B has refired from active 
control of his Minnesota business but still keeps office space and nominal 
authority in it. He belongs to clubs in Minnesota, but to none in Califor- 
nia. He has no business interests in California. C has little social life in 
California, more in Minnesota, and has no relatives in California. Neither 
B nor C is a resident of California. The connection of each to the stale of 
domicile in each year is closer than it is to California. Their presence here 
is for a temporary or transitory purpose. 

Note: if, in the foregoing example, the facts are reversed so that California is (he 
state of domicile and the persons arc visitors in another state or country, the per- 
sons are residents of California. 

The underlying theory of Secfions 17014—17016 is that the state with 
which a person has the closest connection during the taxable year is the 
state of his residence. 

An individual whose presence in California does not exceed an aggre- 
gate of six months within the taxable year and who is domiciled without 
the state and maintains a permanent abode at the place of his domicile, 
will be considered as being in this state for temporary or transitory pur- 
poses providing he does not engage in any activity or conduct within this 
State other than that of a seasonal visitor, tourist or guest. 

An individual may be a seasonal visitor, tourist or guest even though 
he owns or maintains an abode in California or has a bank account here 
for the purpose of paying personal expenses or joins local social clubs. 

(c) Meaning of Domicile. Domicile has been defined as the place 
where an individual has his true, fixed, permanent home and principal es- 
tablishment, and to which place he has, whenever he is absent, the inten- 
don of returning. It is the place in which a man has voluntarily fixed the 
habitation of himself and family, not for a mere special or limited pur- 
pose, but with the present intenfion of making a permanent home, until 
some unexpected event shall occur to induce him to adopt some other 
permanent home. Another definifion of "domicile" consistent with the 
above is the place where an individual has fixed his habitadon and has 
a permanent residence without any present intention of permanently re- 
moving therefrom. 

An individual can at any one dme have but one domicile. If an individ- 
ual has acquired a domicile at one place, he retains that domicile until he 
acquires another elsewhere. Thus, if an individual, who has acquired a 
domicile in Illinois, for example, comes to California for a rest or vaca- 
tion or on business or for some other purpose, but intends to either return 
to Illinois or to go elsewhere as soon as his stay in California is com- 
pleted, he retains his domicile in Illinois and does not acquire a domicile 
in California, even though he maintains a home here, has his family with 
him, and remains here a considerable period of time. Likewise, an indi- 
vidual, who is domiciled in California and who leaves the State retains 
his California domicile as long as he has the definite intention of return- 
ing here regardless of the length of time or the reasons why he is absent 
from the State. 

On the other hand, an individual, domiciled in Illinois, who comes to 
California with the intention of remaining here indefinitely, and who has 
no fixed intendon of returning to Illinois, loses his Illinois domicile and 
acquires a California domicile the moment he enters the State. Similarly, 
an individual domiciled in California, who leaves the State, loses his Cal- 
ifornia domicile the moment he abandons any intention of returning to 
California and locates elsewhere with the intention of remaining there in- 
definitely. 

(d) Proof of Nonresidence. 

(1) The type and amount of proof that will be required in all cases to 
rebut or overcome a presumption of residence and to establish that an in- 
dividual is a nonresident cannot be specified by a general reguladon, but 
will depend largely on the circumstances of each particular case. 

Ordinarily, however, affidavits or testimony of an individual and of his 
friends, employer, or business associates that the individual was in Cali- 
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fomia for a rest or vacation to complete a particular business transaction, 
or to work for a limited period of time will be sufficient to overcome any 
presumption of residence here. In the case of individuals who claim to be 
nonresidents by virtue of being outside the State for other than temporary 
or transitory purposes, affidavits of friends and business associates as to 
the reasons for being outside the State should be submitted. 

Affidavits that an individual votes in or files income tax returns as a 
resident of some other state or country, although relevant in determining 
one's domicile, are otherwise of little value in determining one's resi- 
dence. No weight shall be given to the fact that charitable contributions 
are made to charities either within or without the Stale. 

(2) If an individual is presumed to be a resident during any taxable year 
or if any question as to his resident status exists, he should file a return, 
in order to avoid the possibility of the imposition of penalties, for that 
year even though he believes he was a nonresident and even though he 
received no income from sources within this Stale. If he received income 
from sources within this State, that income should be reported. If no in- 
come was received from sources within this Stale, that fact should be 
stated on the return. 

The return should be accompanied by a signed statement setting forth 
in detail the reasons why the individual beheves he was a nonresident. 
The return should also be accompanied by any evidence such as certifi- 
cates, affidavits, etc.. thai the individual is able to obtain showing that he 
was not a resident. 

If the Franchise Tax Board is satisfied from the statement and evidence 
submitted that the individual was a nonresident, the tax will be computed 
only upon the income, if any, from sources within this State. If the Fran- 
chise Tax Board is not satisfied that the individual was a nonresident, it 
will either request additional information or require the individual to file 
a return as a resident. 

In any event, the individual will have the opportunity before his status 
as a resident or nonresident is finally determined to submit additional evi- 
dence either in writing or at an oral hearing before the Franchise Tax 
Board or its representatives. 

(e) Time When Status as Resident or Nonresident Will Be Determined. 
Inasmuch as the status of an individual as a resident or a nonresident dur- 
ing any taxable year will generally depend upon his activities or conduct 
during the entire year, it will not be possible, ordinarily, to determine his 
status until after the close of the year. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Sections 17014 and 17015, Revenue and Taxation Code. 

History 

1. Repealer of former section ] 7014-1 701 6(d), renumbering of former section 
17014-17016(6) to section 17016 and renumberins of former sections 
17014-17016(3) through 17014-17016(c), 17''014-17016(f) and 
170]4-17016(g) to section nOUfiled 8-24-83; effective thirtieth day thereaf- 
ter (Register 83. No. 35). For prior history, see Register 67, No. 36. 

2. Change without regulatory effect of subsection (c) filed 9-19-88 (Register 88, 
No. 40). 

3. Flditorial correction of printing error in subsection (c) (Register 93, No. 38). 

§ 1 701 4-1 701 6(a). Who Are Residents and Nonresidents. 

History 
1. Renumbering of Section 17014-17016(3) to Section 17014 filed 8-24-83; ef- 
fective thirtieth day thereafter (Register 83, No. 35). 

§ 1701 4-1 701 6(b). IVIeaning of Temporary or Transitory 
Purpose. 

History 
1. Renumbering of Section 17014-1701 6(b) to Section 17014 filed 8-24-83; ef- 
fective thirtieth day thereafter (Register 83, No. 35). For prior history, see Reg- 
ister 67, No. 36. 



§ 1 701 4-1 701 6(c). Meaning of Domicile. 

History 
1. Renumbering of Section 17014-17016(c) to Section 17014 filed 8-24-83; ef- 
fective thirtieth day thereafter (Register 83, No. 35). 



§ 1 701 4-1 701 6(d). Residence of Married Women and 
Minors. 

History 
1 . Repealer filed 8-24-83; effective thirtieth day thereafter (Register 83. No. 35). 

§ 1 701 4-1 701 6(e). Presumption of Residence. 

History 
1. Renumbering of Section 17014-17016(e) to Section 17016 filed 8-24-83; ef- 
fective thirtieth day thereafter (Register 83, No. 35). 

§ 1 701 4-1 701 6(f). Proof of Nonresidence. 

History 
1. Renumbering of Section 17014-17016(0 to Section 17014 filed 8-24-83; ef- 
fective thirtieth day thereafter (Register 83, No. 35). 

§ 1 701 4-1 701 6(g). Time When Status As Resident or 
Nonresident Will Be Determined. 

History 
1. Renumbering of Section 17014-17016(g) to Secfion 17014 filed 8-24-83; ef- 
fective thirtieth day thereafter (Register 83, No. 35). 

§ 1 701 4-1 701 6(h). Status of Military Personnel. 

History 
1 . Repealer filed 12-14-64; effective thirtieth day thereafter (Register 64, No. 25). 

§17016. Presumption of Residence. 

If an individual spends in the aggregate more than nine months of any 
taxable year in this State it will be presumed that he is a resident of this 
State. The presumption is not conclusive but may be overcome by satis- 
factory evidence thai he is in the State for temporary or transitory pur- 
poses only. It does not follow, however, that a person is not a resident 
simply because he does not spend nine months of a particular taxable year 
in this State. On the contrary, a person may be a resident even though not 
in the Stale during any portion of the year. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 17016, Revenue and Taxation Code. 

History 

1. Renumbering of former Section 17014-17016(e) to Section 17016 filed 
8-24-83; effective thirtieth day thereafter (Register 83, No. 35). 

§ 17022. Military or Naval Forces and Armed Forces of the 
United States. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . Amendment filed 1 1-1 3-62; effecdve thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§17024.5. Elections. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 17024.5, Revenue and Taxation Code. 

History 

1 . New section filed 3-19-84 as an emergency; effective upon filing (Register 84, 
No. 15). A Certificate of Compliance must be transmitted to OAL within 120 
days or emergency language will be repealed on 7-17-84. 

2. Repealed by operation of Government Code Section 1 1346.1(g) (Register 84, 
No. 32). 

3. New section filed 9-1 0-84; effective upon filing pursuant to Government Code 
Section 1 1 346.2(d) (Register 84, No. 37). 

4. Change without regulatory effect repealing Section 17024.5 filed 9-19-88 
(Register 88, No. 40). 



Subchapter 2. imposition of Tax 

§ 1 7041 . Computation of Tax. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . Repealer and new section filed 7-17-75; effective thirtieth day thereafter (Reg- 
ister 75, No. 29). 

2. Amendment filed 9-29-78 as an emergency; effective upon filing (Register 78, 
No. 40). 
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3. Certificate of Compliance filed 12-21-78 (Register 78. No. 5\). 

4. Repealer filed 12-23-81 ; effective thirtieth day thereafter (Register 81 . No. 52). 

§ 17042-17043. Definition of Head of Household. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Amendment filed 2-20-64; effective thirtieth day thereafter (Register 64. No. 

4). 

2. Repealer and new section filed 7-1 7-75; effective thirtieth day thereafter (Reg- 
ister 75. No. 29). 

3. Repealer filed 12-23-81 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§ 17045. Tax in Case of Joint Return of Husband and Wife. 

Note-. Authority and reference cited; Section 19253. Revenue and Taxation Code. 

History 

1 . Repealer and new section filed 7-17-75; effective thirtieth day thereafter (Reg- 
ister 75. No. 29). 

2. Repealerfiled 12-23-81; effective thirtieth day thereafter (Register 81, No. 52). 

§17046. Surviving Spouse. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxafion Code. 

History 

1. New section filed 7-17-75; effecfive thirtieth day thereafter (Register 75, No. 
29). 

2. Repealer filed 1 2-23-81 ; effective thirtieth day thereafter (Register 81 , No. 52). 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

§17048. Tax Tables. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 17048, Revenue and Taxation Code. 

History 

1. Repealer and new section filed 12-22-76; effective thirtieth day thereafter 
(Register 76, No. 52). For prior history, see Register 76, No. 9. 

2. Repealer and new section filed 1 0-3-78 as an emergency; effective upon filing 
(Register 78, No. 40). 

3. Certificate of Compliance filed 12-21-78 (Register 78, No. 51). 

4. Repealer and new section filed 10-12-79 as an emergency; effective upon filing 
(Register 79, No. 41 ). A Certificate of Compliance must be filed within 120 days 
or emergency language will be repealed on 2-9-80. 

5. Certificate of Compliance filed 1-18-80 (Register 80, No. 3). 

6. Repealer and new section filed 10-10-80 as an emergency; effective upon filing 
(Register 80, No. 41 ). A Certificate of Compliance must be transmitted to OAL 
within 120 days or emergency language will be repealed on 2-8-81. 

7. Certificate of Compliance filed 1-16-81 (Register 81. No. 3). 

8. Repealer and new section filed 10-6-81 as an emergency; effective upon filing 
(Register 81 . No. 41). A Certificate of Compliance must be transmitted to OAL 
within 120 days or emergency language will be repealed on 2-3-82. 

9. Certificate of Compliance transmitted to OAL 1-15-82 and filed 2-11-82 
(Register 82, No. 7). 

10. Repealer and new section filed 10-29-82 as an emergency; effective upon fil- 
ing (Register 82, No. 44). A Certificate of Compliance must be transmitted to 
OAL or emergency language will be repealed on 4-27-83. 

11. Certificate of Compliance as to 10-29-82 order transmitted to OAL 2-9-83 
and filed 3-10-83 (Register 83, No. 11). 

12. Repealer and new secdon filed 9-30-83 as an emergency; effective upon filing 
(Register 83, No. 41). A Certificate of Compliance must be transmitted to OAL 
or emergency language will be repealed 1-28-84. 

13. Certificate of Compliance transmitted to OAL 1-26-84 and filed 2-29-84 
(Register 84, No. 9). 

14. Chanee without regulatory effect repealine Section 1 7048 pursuant to Section 
100, TUle 1, California Code of Regulations filed 12-8-89 (Register 90, No. 3). 



§ 17049. Elections. 

NOTE: Authority and reference cited: Secfion 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 12-23-81 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 



§ 17050. Husband and Wife Filing Separate Returns. 

Note: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
I . Repealer filed 1 2-23-8 T, effective thirtieth day thereafter (Register 8 1 , No. 52). 

§ 1 7051 . Short Taxable Year Caused by Death. 

NOTE; Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§ 17053(a). Allowance of Credit for Retirement Income. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-17-75; effective thirtieth day thereafter (Register 75. No. 
29). 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 81 , No. 52). 
§ 1 7053(b). Eligibility for Retirement Income Credit. 

NoTE: Authority cited: Section 19253, Revenue and Taxafion Code. Reference: 
Secfion 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-17-75; effective thirtieth day thereafter (Register 75. No. 
29). 

2. Repealer filed 1 2-23-8 1 ; effecfive thirtieth day thereafter (Register 8 1 , No. 52). 

§ 17053(c). Retirement Income. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. Reference: 
Section 19253, Revenue and Taxafion Code. 

History 

1. New section filed 7-17-75; effecfive thirtieth day thereafter (Register 75, No. 
29). 

2 . Repealer filed 1 2-2 3-8 1 ; effecfi ve thirtieth day thereafter (Register 8 1 , No. 52 ) . 

§ 17053(d). Limitation on Amount of Retirement Income. 

NOTE: Authority cited: Secfion 19253, Revenue and Taxafion Code. Reference: 
Secfion 19253, Revenue and Taxafion Code. 

History 

1. New section filed 7-17-75; effective thirtieth day thereafter (Register 75, No. 
29). 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§ 17053(e). Illustration of Application of Section 17053. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. Reference: 
Secfion 19253. Revenue and Taxation Code. 

History 

1. New section filed 7-17-75; effecfive thirtieth day thereafter (Register 75, No. 
29). 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 



Article 1. Joint Strike Fighter Wage Credit 

§ 1 7053.36-0. Table of Contents. 

Table of Contents — Regulation Sections 17053.36-1 through 
17053.36-9 
Section 17053.36-1. The Joint Strike Fighter (JSF) Wage Credit. 

(a) In General 

(b) Joint Strike Fighter Property Credit 

(c) Cross References 

(d) General References 
Section 17053.36-2. Definitions. 

(a) Joint Strike Fighter 

(b) Initial Contract or Initial Subcontract 

(c) Joint Strike Fighter Program 

(d) Manufactured 

(e) Product For Ultimate Use in a Joint Strike Fighter 
Section 17053.36-3. Qualified Taxpayer. 

(a) Regulation 17053.37-3 Shall Apply 
Section 17053.36-4. Qualified Wages. 
(a) In General 
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(b) Amount of Qualified Wages 
Section 17053.36-5. Qualified Employee. 

(a) In General 

(b) Limiiaiion 

( 1 ) Computation 

(c) Services Directly Related 

Section 17053.36-6. JSF Contract Bidding. 

(a) In General 

(b) Bid 

(c) JSF Wage Credit Renected Within Bid 

(d) JSF Wage Credit Allowable 

(e) Pass-Through Entities 

(f) Copies Provided to Franchise Tax Board 

Section 17053.36-7. JSF Wage Credit Carryforwards. 

(a) In General 

(b) Carryforwards for Pass-Tlirough Entities 

(c) Carryforwards Permitted After Sunset 

Section 17053.36-8. Recordkeeping Requirements. 

(a) In General 

(b) Books and Records 

Section 17053.36-9. Miscellaneous Provisions. 

(a) Effective Dates of the JSF Wage Credit 

(b) Enterprise Zone Hiring Credit 

NOTE; Authority cited: Section 19303, Revenue and Taxation Code. Reference: 
Section 17053.36, Revenue and Taxation Code. 

History 
1. New article 1 (sections 17053.36-0—17053.37-11) and section filed 
1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 1 7053.36-1 . The Joint Strike Fighter (JSF) Wage Credit. 

The Joint Strike Fighter (JSF) Wage Credit — (See Regulation 
17053.36-0 for Table of Contents.) 

(a) In General. The Joint Strike Fighter (JSF) Wage Credit is allowed 
to any qualified taxpayer for each taxable year beginning on or after Janu- 
ary 1, 2001, and before January 1, 2006, in the following amounts: 

( 1 ) Fifty percent of qualified wages paid or incurred during any taxable 
year beginning on or after January I, 2001, and before January 1, 2002. 

(2) Forty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January 1, 2002, and before January 1, 
2003. 

(3) Thirty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January 1, 2003, and before January 1, 
2004. 

(4) Twenty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January 1 , 2004, and before January 1 , 
2005. 

(5) Ten percent of qualified wages paid or incurred during any taxable 
year beginning on or after January 1, 2005, and before January 1, 2006. 

The credit allowed by Revenue and Taxation Code section 17053.36 
and this regulation shall not exceed ten thousand dollars ($10,000) per 
year, per qualified employee, subject to reduction as provided in Reve- 
nue and Taxation Code section 17053.36, subsection (c), and this Regu- 
lation 17053.36-5 for employees that are qualified employees for only 
part of a taxable year. 

(b) Joint Strike Fighter Property Credit. The Joint Strike Fighter Prop- 
erty Credit contained in Revenue and Taxation Code section 17053.37 
provides a credit for qualified property and capitalized direct labor costs 
to construct, modify or install qualified property used to manufacture 
products for ultimate use in a Joint Strike Fighter. In contrast, the Joint 
Strike Fighter Wage Credit allowed by Revenue and Taxation Code sec- 
tion 1 7053.36 and this regulation provides a credit for certain capitalized 
direct labor costs to develop and manufacture inventory property de- 
signed to be physically installed in or attached to a Joint Strike Fighter. 

(c) Cross References. Regulation 17053.36-2 contains definitions ap- 
plicable to Regulations 17053.36-1 through 17053.36-9, inclusive, 
Regulation 17053.36-3 contains rules relating to qualified taxpayers. 
Regulation 17053.36-4 contains rules relating to qualified wages. Regu- 



lation 17053.36-5 contains rules relating to qualified employees. Regu- 
lation 17053.36-6 contains rules relating to contract bidding. Regulation 
17053.36-7 contains rules relating to carryforwards. Regulation 
17053.36-8 contains general recordkeeping requirements, and Regula- 
tion 17053.36-9 contains other miscellaneous provisions. For rules relat- 
ing to the JSF Wage Credit allowed to taxpayers under the Personal In- 
come Tax Law, see Revenue and Taxation Code section 17053.36 and 
the regulations thereunder. 

(d) General References. For purposes of Regulations 17053.36-1 
through 17053.36-9, inclusive, the following general references shall 
apply: 

(1) All citations to the Revenue and Taxation Code are to the Califor- 
nia Revenue and Taxation Code. 

(2) All citations to the Internal Revenue Code are to the Internal Reve- 
nue Code of 1986. as amended. 

(3) The credits provided for in Revenue and Taxation Code sections 
17053.36 and 23636 shall be collectively referred to as the "Joint Strike 
Fighter Wage Credit" or the "JSF Wage Credit." 

(4) Unless otherwise provided, any reference to wages in the examples 
in this regulation shall mean wages that are direct labor costs, as used in 
Internal Revenue Code section 263A and defined in the regulations 
thereunder, and shall assume that the wages are qualified wages paid to 
qualified employees to manufacture property in this state for ultimate use 
in a Joint Strike Fighter. In addition, unless otherwise provided, all exam- 
ples in this regulafion shall assume that the qualified taxpayer's bid to 
manufacture property for ultimate use in a Joint Strike Fighter reflected 
a reduction in the amount of the Joint Strike Fighter Wage Credit allow- 
able as provided in Revenue and TaxaUon Code secuon 17053.36, sub- 
secfion (e), and Regulafion 17053.36-6. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.36. Revenue and Taxation Code. 

History 

1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§17053.36-2. Definitions. 

Definifions — (See Regulation 17053.36-0 for Table of Contents.) 
For purposes of Regulafions 17053.36-1 through 17053.36-9, inclu- 
sive, the following definifions shall apply: 

(a) Joint Strike Fighter. The term "Joint Strike Fighter" shall mean the 
next-generation air combat strike aircraft developed and produced under 
the Joint Strike Fighter program of the United States government. 

(b) Initial Contract or Initial Subcontract. The term "initial contract" 
shall mean the contract awarded by the United States government to a 
prime contractor for any phase, including the Engineering and Manufac- 
turing Development Phase, of the Joint Strike Fighter Program to pro- 
duce the Joint Strike Fighter. The term "initial subcontract" shall mean 
a contract between a prime contractor and any other contractor, or be- 
tween two contractors where one of those contractors is under contract 
with the prime contractor or where the prime contractor or a contractor 
under contract with the prime contractor has consented to the contract in 
wrifing, to produce a product that is designed to be physically attached 
to or installed in a Joint Strike Fighter under the initial contract. 

(c) Joint Strike Fighter Program. The term "Joint Strike Fighter Pro- 
gram" shall mean the muUiservice, multinational project conducted by 
the United States government to develop and produce the next generation 
of air combat strike aircraft. 

(d) Manufactured. The term "manufactured" shall mean the process of 
developing, converting or condifioning stock in trade or other property 
property includible in the inventory of the taxpayer for uUimate use in a 
Joint Strike Fighter by changing the form, composition, quality, or char- 
acter of the property, and includes any improvements to property that re- 
sult in a greater service life or greater functionality than that of the origi- 
nal property. The term "manufactured" shall include the design, 
engineering and tesfing activiUes necessary to develop the property. 
Property shall be treated as having a greater service life if such property 
can be used for a longer period than such property could have been used 
prior to the conversion or condifioning of such property. Property shall 
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be treated as having greater functionality if it has been improved in such 
a manner that it can be used to perform new or different functions. 

(e) Product for Ultimate Use in a Joint Strike Fighter. The term "prod- 
uct for ultimate use in a Joint Strike Fighter" shall mean a product that 
is properly treated as inventory in the hands of the taxpayer and is de- 
signed to be physically installed in or attached to a Joint Strike Fighter. 
The term '"product for ultimate use in a Joint Strike Fighter" shall not in- 
clude any product that is not designed to form a part of the Joint Strike 
Fighter. For this purpose, the term "product" shall include any studies, 
drawings, pilot model or prototype used in connection with the develop- 
ment of the product. For this purpose, the term "inventory" includes any 
property which is required to be included in the qualified taxpayer's in- 
ventory costs under Internal Revenue Code section 263A or that is de- 
scribed in Internal Revenue Code section 1221(1). 

NOTt;: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17033.36, Revenue and Taxation Code. 

History 

1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 1 7053.36-3. Qualified Taxpayer. 

Qualified Taxpayer — (See Regulation 17053.36-0 for Table of Con- 
tents.) 

(a) Regulation 17053.37-3 Shall Apply. For purposes of Regulations 
17053.36-1 through 17053.36-9, inclusive, the provisions of Regulation 
17053.37-3, as in effect on the date these regulations become effective, 
shall apply and are incorporated herein by reference. The term "qualified 
taxpayer" in this regulation shall have the same meaning as the term qual- 
ified taxpayer in Regulation 17053.37-3. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17033.36, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 1 7053.36-4. Qualified Wages. 

QuaUfied Wages — (See Regulation 17053.36-0 for Table of Con- 
tents.) 

(a) In General. For purposes of Regulations 17053.36-1 through 
17053.36-9, inclusive, the term "qualified wages" shall mean that por- 
tion of wages paid or incurred by the qualified taxpayer to qualified em- 
ployees that are direct labor costs, as used in Internal Revenue Code sec- 
tion 263A and defined in the regulations thereunder, included in 
inventory costs for property manufactured in this state by the qualified 
taxpayer for ultimate use in a Joint Strike Fighter. For this purpose, the 
term employee encompasses both full-time and part-time employees but 
shall not include contract employees or independent contractors refer- 
enced in Treasury Regulation section 263 A- 1. Qualified wages shall in- 
clude wages for engineering, design, and testing activities to the extent 
those wages are treated as direct labor costs capitalized to and included 
in inventory costs for property manufactured in this state by the qualified 
taxpayer for ultimate use in a Joint Strike Fighter under the same method 
of allocation for California income or franchise tax purposes that the tax- 
payer used for federal income tax purposes under the uniform capitaliza- 
tion allocation rules specified in Treasury Regulation section 1.263A-1 
(as in effect on the date Regulation 23636-4 is effective). 

( 1 ) Direct labor costs shall include all elements of compensation, such 
as basic compensation, overtime pay, vacation pay, holiday pay, sick 
leave pay (other than payments pursuant to a wage continuation plan un- 
der Internal Revenue Code section 105(d) as it existed prior to its repeal 
in 1983), shift differential, payroll taxes, and payments to a supplemental 
unemployment benefit plan, but shall not include any indirect labor costs. 

(2) Indirect labor costs shall include that portion of qualified wages 
that are not direct labor costs. Indirect labor costs include, but are not lim- 
ited to, training costs, officers' compensation, pension and other related 
costs, and employee benefit expenses (including payments pursuant to 
a wage continuafion plan under Internal Revenue Code section 105(d) as 
it existed prior to its repeal in 1983). 

(3) In determining whether direct costs of labor are properly included 
in inventory costs for property manufactured in this state by the qualified 



taxpayer for ultimate use in a Joint Strike Fighter, the qualified taxpayer 
shall be required to use the same method of allocation for California in- 
come or franchise tax purposes that the taxpayer used for federal income 
tax purposes under the uniform capitalization allocation rules specified 
in Treasury Regulation secuon 1 .263A-1 (as in effect on the date Regula- 
tion 17053.36-4 is effective). 

EXAMPLE 1: A. a qualified taxpayer, manufactures aircraft naviga- 
tional instruments in its plant in Lancaster. A's manufacturing facility 
employees 20 people that assemble the instrument components. Assume 
that all of A's einployees' activities are allocable to property manufac- 
tured in this state by the qualified taxpayer for ultimate use in a Joint 
Strike Fighter. A pays its employees $20 per hour, plus the following 
amounts as an employer: Social Security $1.54; Unemployment Insur- 
ance $.18; Workers' Compensation Insurance $.60; Health and Life In- 
surance $2.08; and Retirement Benefits $1.68 for total compensation of 
$26.08 per hour. Pursuant to Treasury Regulation section 263A-1. the 
Workers' Compensation Insurance, Health and Life Insurance and Re- 
tirement Benefits amounts are classified as indirect labor costs and are 
not qualified wages. Accordingly, $21.72 of the total wages of $26.08 
paid by A constitutes direct labor costs and qualified wages for purposes 
of Revenue and Taxation Code section 17053.36 and this regulation. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except A 
purchases pressurized sealing equipment for the navigational instru- 
ments and installs the equipment in B's manufacturing facility located in 
Burbank. A then enters into a contract with B to pressure seal all of A's 
navigational equipment following assembly by A. A pays B a specified 
hourly rate for sealing the equipment. B is properly classified as an inde- 
pendent contractor. Under these facts, even though the payments are 
made to operate equipment owned by A, the payments to B are not quali- 
fied wages as B is not an employee of A and the payments are not quali- 
fied wages eligible for the credit. However, if B is a qualified taxpayer 
and B meets all of the other requirements of Revenue and Taxation Code 
section 17053.36 and this regulaUon, B would be able to claim the JSF 
Wage Credit for wages paid to its own employees, if any, in connection 
with the instrument sealing activity. 

(b) Amount of Qualified Wages. The amount of qualified wages al- 
lowed as a credit under Revenue and Taxation Code section 17053.36 
and this regulation shall be as follows: 

(1) Fifty percent of qualified wages paid or incurred during any taxable 
year beginning on or after January 1, 2001, and before January 1, 2002. 

(2) Forty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January 1, 2002, and before January 1, 
2003. 

(3) Thirty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January 1, 2003, and before January 1, 
2004. 

(4) Twenty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January 1, 2004, and before January 1, 
2005. 

(5) Ten percent of qualified wages paid or incurred during any taxable 
year beginning on or after January 1 , 2005, and before January 1, 2006. 

NotE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.36, Revenue and Taxation Code. 

History 
I. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 17053.36-5. Qualified Employee. 

Qualified Employee — (See Regulation 1 705 3.36-0 for Table of Con- 
tents.) 

(a) In General. The Joint Strike Fighter Wage Credit is allowed to any 
qualified taxpayer for certain qualified wages paid to qualified em- 
ployees. For purposes of Regulations 17053.36-1 through 17053.36-9, 
inclusive, the term "employee" means any employee, as described in 
Sections 13004, 13004.1 and 13004.5 of the Unemployment Insurance 
Code, whose services for the qualified taxpayer are performed in this 
state and are at least 90 percent directly related to the qualified taxpayer's 
contract or subcontract to manufacture property for ultimate use in the 
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Joint Strike Fighter. In order to properly compute the limitation con- 
tained in subsection (b) of this regulation, the determination of whether 
an employee is a qualified employee must be made on a monthly basis. 

(b) Limitation. The credit allowed by Revenue and Taxation Code sec- 
tion 17053.36 and this regulation shall not exceed ten thousand dollars 
($ 1 0,000) per year, per qualified employee. For employees that are quali- 
fied employees for part of a taxable year, the credit shall not exceed ten 
thousand dollars ($10,000) multiplied by a fraction, the numerator of 
which is the number of months of the taxable year that the employee is 
a qualified employee and the denominator of which is 12. 

(1) Computation. There are two requirements for a qualified em- 
ployee: ( 1 ) services must be performed in California and (2) 90% of those 
services must be directly related to the qualified taxpayer's initial con- 
tract or subcontract to manufacture property for ultimate use in the Joint 
Strike Fighter. Moreover, the dollar limitation contained in Revenue and 
Taxation Code section 17053.36, subsection (c), and this regulation is 
based upon the number of months during the taxable year that the em- 
ployee is a qualified taxpayer. Accordingly, the determination of a quah- 
fied employee must be made on a monthly basis during the taxable year. 
For purposes of this regulation, a qualified taxpayer must first determine 
the amount of wages paid for the employee's services performed while 
physically located within and without California. Then, with respect to 
the California wages, at least 90 percent of the services performed for 
which California wages are paid each month must be directly related to 
the qualified taxpayer's initial contract or subcontract to manufacture 
property for ultimate use in the Joint Strike Fighter. If at least 90 percent 
of the California services are directly related, then the employee is a qual- 
ified employee for that month. If less than 90 percent of the California 
services are directly related or if all of the employee's services are per- 
formed outside of California, then the employee is not a qualified em- 
ployee for that month. 

EXAMPLE 1 : A, a qualified taxpayer, manufactures avionics systems 
in San Diego and Houston, Texas. B, one of A's employees, works from 
January 1 , 2002, in Houston before being transferred to San Diego on 
July 1 , 2002, to manufacture avionics systems for the Joint Strike Fighter. 
B works in San Diego exclusively on the avionics systems through the 
remainder of the 2002 taxable year. Under these facts, B is not a qualified 
employee for the months of January through June, inclusive, since all of 
B's services were performed outside of California during those months. 
Only wages paid for B's services performed in California are potentially 
eligible for the JSF Wage Credit. Assume B works a total of 160 hours 
per month. Under these facts, B's 1 60 hours of service related to the qual- 
ified taxpayer's contract or subcontract to manufacture property for ulti- 
mate use in the Joint Strike Fighter is divided by 160 total hours of 
California service each month. As a result, 100% of B's California ser- 
vices are related to the qualified taxpayer's contract or subcontract to 
manufacture property for ultimate use in the Joint Strike Fighter and B 
is a qualified employee for six months of the 2002 taxable year. To com- 
pute the $10,000 maximum dollar credit Umitation, $10,000 would be 
multiplied by 6/12 (the numerator being the number of months B is a 
qualified employee and the denominator being 12) and A would be al- 
lowed a maximum JSF Wage Credit of $5,000 for B's California services 
for the 2002 taxable year. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
B is transferred to San Diego on December 8, 2002, and begins working 
on the avionics systems. Under these facts, B's California wages would 
be separated from the Texas wages. Assume B works a total of 1 60 hours 
per month and B worked 144 of these hours in California for the month 
of December 2002. B's 144 total hours of California service (a portion 
of B's total December hours) related to the qualified taxpayer's contract 
or subcontract to manufacture property for ultimate use in the Joint Strike 
Fighter is divided by 144 (total hours of California services). As a result, 
100% of B's California services are related to the qualified taxpayer's 
contract or subcontract to manufacture property for ultimate use in the 
Joint Strike Fighter and B is a qualified employee for one month of the 



year. To compute the $ 1 0,000 maximum dollar credit limitation, $ 1 0.000 
would be multiplied by 1/12 (the numerator being the number of months 
B is a qualified employee and the denominator being 12) and A would 
be allowed a maximum JSF Wage Credit of $833 for B's California ser- 
vices. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except B 
instead is promoted to a management position on December 1, 2002, in 
A's general administrative division in California. Services in general ad- 
ministrative functions are not services directly related to the qualified 
taxpayer's contract or subcontract to manufacture property for ultimate 
use in the Joint Strike Fighter. Assume B works a total of 160 hours per 
month. Under these facts, B' s 1 60 hours of service related to the qualified 
taxpayer's contract or subcontract to manufacture property for ultimate 
use in the Joint Strike Fighter are divided by 1 60 total hours of California 
service for each month from July through November. As a result, 100% 
of B's California services for the months of July through November are 
related to the qualified taxpayer's contract or subcontract to manufacture 
property for ultimate use in the Joint Strike Fighter and B is a qualified 
employee for five months of the year. B's December hours of service re- 
lated to the qualified taxpayer's contract or subcontract to manufacture 
property for ultimate use in the Joint Strike Fighter (0 hours) is divided 
by 160 total hours of California service. As a result, none of B's Decem- 
ber California service is directly related to the qualified taxpayer's con- 
tract or subcontract to manufacture property for ultimate use in the Joint 
Strike Fighter and B is a qualified employee for only five months of the 
2002 taxable year (but not for December). To compute the $ 10,000 wage 
credit limitation, $ 1 0,000 would be multiplied by 5/1 2 (the numerator be- 
ing the number of months B is a qualified employee and the denominator 
being 12) and A would be allowed a maximum JSF Wage Credit of 
$4,167 for B's CaHfornia services for the months of June through No- 
vember. 

(c) Services Directly Related. For purposes of computing the 90% di- 
rectly related service requirement under this regulation, services are di- 
rectly related if the wages for those services are properiy characterized 
as direct labor costs, as that term is used in Internal Revenue Code section 
263A and defined in the regulations thereunder, as provided in Regula- 
tion 17053.36-4, and are included in inventory costs for property 
manufactured in this state by the qualified taxpayer for ultimate use in a 
Joint Strike Fighter. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.36, Revenue and Taxation Code. 

History 

]. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§17053.36-6. JSF Contract Bidding. 

JSF Contract Bidding — (See RegulaUon 17053.36-0 for Table of 
Contents.) 

(a) In General. The JSF Wage Credit shall not be allowed unless the 
credit is reflected within the bid that forms the basis for the qualified tax- 
payer's contract or subcontract to manufacture property for ultimate use 
in a Joint Strike Fighter. 

(b) Bid. For purposes of this regulation, the term "bid" shall mean a 
written bid or offer to perform a contract to produce a product that is de- 
signed to be physically attached to or installed in a Joint Strike Fighter 
in response to a request for bids to construct all or a portion of the Joint 
Strike Fighter. The bid shall be submitted in a competidve process where 
the contract will be awarded to the lowest possible bidder or as otherwise 
indicated in the conditions under which the bids will be received and the 
contract awarded. Where the scope of work, request for proposal or rela- 
tionship of the contracting parties is such that only a single party will be 
submitting a proposal or contract to construct all or a portion of the Joint 
Strike Fighter, the term "bid" shall include the proposal submitted or con- 
tract ultimately executed. 

(c) JSF Wage Credit Reflected Within the Bid. For purposes of this 
regulation, the term "reflected within the bid" shall mean: 
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( 1 ) the bid that forms the basis of the contact or subcontract is reduced 
by the amount of the JSF Wage Credit allowable, and 

(2) the face of the bid. or an attachment to the bid, contains a calcula- 
tion showing the original bid price, the amount of the JSF Wage Credit 
allowable and the resulting reduced bid amount. 

The JSF Wage Credit allowable shall be a lump sum number reflected 
on the contract or subcontract and the aggregate credit allowable over the 
term of the contract or subcontract is not required to be calculated on the 
basis of the year in which the credit amount is expected to be claimed. 

EXAMPLE 1 : X. a qualified taxpayer, submits a bid to the prime con- 
tractor in the amount of $70 lo manufacture retractable landing gear for 
the Joint Strike Fighter. The bid price without the JSF Wage Credit would 
have been $100. The bid form contains an attachment that states the JSF 
Wage Credit allowable for the subcontract is $30 ($100 contract price 
less JSF Wage Credit in the amount of $30 for a reduced contract price 
of $70). X is the successful bidder on the retractable landing gear and 
thereafter is awarded the contract to produce the part for the Joint Strike 
Fighter. X and the prime contractor execute a contract in the amount of 
$70. Under these facts, the $30 JSF Wage Credit amount is reflected 
within the bid that forms the basis for X's subcontract to manufacture 
property for ultimate use in a Joint Strike Fighter and X may claim the 
$30 JSF Wage Credit if all of the other requirements of Revenue and 
Taxation Code section 17053.36 and this regulation are met. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1. except that 
the bid form reflects a price of $ 1 GO. In this circumstance, X is not eligible 
to claim the credit because X has not reduced the amount of the bid by 
the amount of the JSF Wage Credit allowable. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1 , except that 
the bid form reflects a price of $70, but the bid form does not contain an 
attachment showing the amount of the JSF Wage Credit allowable. In this 
circumstance. X is not eligible to claim the credit because even though 
the bid amount has been reduced by the amount of the credit allowable, 
the amount of the credit allowable is not included on the face of the bid 
or in an attachment to the bid. 

EXAMPLE 4: Assume the same facts as in EXAMPLE 1, except that 
the scope of the project changes after the bid is submitted and X and the 
prime contractor execute a contract in the amount of $125. reflecting an 
increase of $55 dollars in the original bid amount. In this circumstance, 
the cost for the expanded scope of the contract was added to the original 
bid amount. As a result. X would only be allowed to claim a $30 JSF 
Wage Credit since this amount was reflected within the original bid. 

EXAMPLE 5: X. a qualified taxpayer, is the prime contractor awarded 
the initial contract from the United States government for the Engineer- 
ing and Manufacturing Development Phase of the Joint Strike Fighter 
Program. X does not include any reduction for the JSF Wage Credit in 
its bid for the Engineering and Manufacturing Development Phase ac- 
cepted by the United States government. Under these facts, X is not able 
to claim the JSF Wage Credit since the credit amount was not reflected 
within the bid that formed the basis for the initial contract for the Engi- 
neering and Manufacturing Development Phase. 

EXAMPLE 6: Assume the same facts as in EXAMPLE 5, except that 
Y responds to a request from X and submits a bid to subcontract a portion 
of the scope of the work covered in the Engineering and Manufacturing 
Development Phase of the Joint Strike Fighter Program. The bid form in- 
cludes an attachment that shows the JSF Wage Credit allowable for the 
subcontract is $20 ($100 contract price less JSF Wage Credit in the 
amount of $20 for a reduced contract price of $80). Y is the successful 
bidder on that portion of the scope of the work and thereafter is awarded 
the contract to produce the part for the Joint Strike Fighter. X and Y 
execute a contract in the amount of $80. Under these facts, the $20 JSF 
Wage Credit amount is reflected within the bid that forms the basis for 
Y's subcontract to manufacture property for ultimate use in a Joint Strike 
Fighter. Even though X, the prime contractor, did not reduce its bid for 
the prime contract and is not eligible to claim the JSF Wage Credit, Y's 
bid met the bidding requirements for claiming the credit and Y may claim 



the $20 JSF Wage Credit if all of the other requirements of Revenue and 
Taxation Code section 17053.36 and this Regulation are met. 

(3) With respect to a contract to constaict all or a portion of the Joint 
Strike Fighter that is executed on a "cost plus" basis, the term "reflected 
within the bid" shall mean that (1) California income or franchise taxes 
are treated as an item of cost to be reimbursed under the terms of the con- 
tract, (2) the cost plus contract, or an attachment to the contract, contains 
a calculation showing the amount of the JSF Wage Credit allowable, and 
(3) the California income or franchise taxes reimbursed under the con- 
tract reflect the reduction for the amount of the JSF Wage Credit allow- 
able. 

(d) JSF Wage Credit Allowable. For purposes of this regulation, the 
term "credit allowable" shall mean at the time the bid for the initial con- 
tract or subcontract is submitted, the amount of the credit the qualified 
taxpayer expects to claim as a result of qualified wages paid in connec- 
tion with the contract or subcontract. The amount of the JSF Wage Credit 
allowed to any qualified taxpayer shall be computed pursuant to Revenue 
and TaxaUon Code section 17053.36 and these regulaUons, but shall not 
exceed the lesser of the credit amount reflected within the bid of the quali- 
fied taxpayer or the credit allowed for actual amounts paid or incun"ed by 
the qualified taxpayer. 

EXAMPLE: Y. a qualified taxpayer, submits a bid to the prime con- 
tractor to manufacture the cockpit canopy for the Joint Strike Fighter. 
The bid form contains an attachment that shows the JSF Wage Credit al- 
lowable of $30 ($100 contract price less JSF Wage Credit in the amount 
of $30 for a reduced contract price of $70). X is the successful bidder on 
the cockpit canopy and thereafter is awarded the contract to produce the 
part for the Joint Strike Fighter. X and the prime contractor execute a con- 
tract in the amount of $70. Thereafter, Y's wage costs to produce the 
cockpit canopy increase by 20% and Y determines that its increase in 
wages paid would result in a JSF Wage Credit in the amount of $36. In 
this circumstance, even though Y's wage costs have increased, Y is only 
able to claim a JSF Wage credit in the amount of $30 since that is the 
amount of the JSF Wage Credit allowable that was reflected within Y's 
bid. 

(e) Pass-Through Entities. For purposes of this regulation: 

(1) The amount of the JSF Wage Credit allowable reflected on a bid 
submitted by a partnership or an S corporation shall be the amount of the 
JSF Wage Credit expected to be passed through the partnership to the 
partners or the S corporation to the shareholders in accordance with the 
applicable provisions of Part 10 (commencing with section 17001) and 
Part 1 1 (commencing with section 23001) of the Revenue and Taxation 
Code. 

EXAMPLE: Z, a qualified taxpayer, submits a bid to the prime con- 
tractor to manufacture a portion of the hydraulic system for the Joint 
Strike Fighter. Z calculates the total allowable JSF Wage Credit to be 
$ 1 50. Z has a valid S corporation election in effect for California tax pur- 
poses. Under Revenue and Taxation Code section 23803, subsection 
(a)(1)(A), Z's JSF Wage Credit is limited to $50 (one-third of the amount 
of the credit otherwise allowable). However, the amount of the JSF Wage 
Credit that is expected to be passed through to Z's shareholders is $150 
and Z must reflect the $150 credit amount on the bid submitted to the 
prime contractor as provided in this regulation. 

(f) Copies Provided to Franchise Tax Board. The qualified taxpayer 
shall provide, upon request of the Franchise Tax Board, a copy of any bid 
that forms the basis for a contract or subcontract to manufacture a product 
for uUimate use in a Joint Strike Fighter. 

Note; Authority cited: Section 19053, Revenue and Taxation Code Reference: 
Section 17053.36, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 1 7053.36-7. JSF Wage Credit Carryforwards. 

JSF Wage Credit Carryforwards — (See Regulation 17053.36-0 for 
Table of Contents.) 
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(a) In General. In any case where the JSF Wage Credit exceeds the 
"tax," the excess may be carried forward to reduce the "tax" for the eight 
taxable years succeeding the taxable year for which the JSF Wage Credit 
is allowed, if necessary, until the credit is exhausted. 

(b) Carryforwards for Pass-Through Entities. In the case of any JSF 
Wage Credit allowed to a pass-through entity, the determination of the 
applicable carryover period for any JSF Wage Credit required to be car- 
ried forward shall be made at the pass-through entity level. 

(c) Carryforwards Permitted After Sunset. For taxable years com- 
mencing on or after January 1 . 2006, any unused JSF Wage Credit may 
be carried forward, as provided above, until the unused JSF Wage Credit 
is exhausted. 

NOTK; Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 170.53. .36, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 17053.36-8. Recordkeeping Requirements. 

Recordkeeping Requirements — (See Regulation 17053.36-0 for 
Table of Contents.) 

(a) In General. For purposes of Regulations 17053.36-1 through 
1 7053.36-9, inclusive, a qualified taxpayer shall be required to maintain 
books and records that are adequate to substantiate its entitlement to any 
claimed JSF Wage Credit. These books and records should be retained 
for as long as the statute of limitations on assessment for the taxable year 
for which the JSF Wage Credit was allowed remains open, and, in the 
case of any JSF Wage Credit that is being carried forward, for the addi- 
tional number of years that the actual carryforward of such JSF Wage 
Credit occurs. 

(b) Books and Records. The books and records maintained by the qual- 
ified taxpayer should be sufficient to clearly estabhsh all necessary facts 
that affect the allowance and amount of the JSF Wage Credit. For this 
purpose, "adequate" recordkeeping depends upon the sufficiency of the 
information contained in the documentadon. In many cases, the books 
and records normally maintained for California income or franchise tax 
purposes and wage reporting purposes will be adequate substantiation for 
the JSF Wage Credit. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.36, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 17053.36-9. Miscellaneous Provisions. 

Miscellaneous Provisions — (See Regulation 17053.36-0 for Table of 
Contents.) 

(a) Effective Dates of the JSF Wage Credit. The JSF Wage Credit shall 
cease to be effective on December 1 , 2006; however, any unused credit 
may be carried forward, as provided in Revenue and Taxation Code sec- 
tion 17053.36, subsection (g), and this regulation. 

(b) Enterprise Zone Hiring Credit. Under Revenue and Taxation Code 
sections 17053.36 and 17053.75, a qualified taxpayer that also operates 
in an Enterprise Zone may claim both the JSF Wage Credit and the Enter- 
prise Zone hiring credit for wages paid to an employee to the extent that 
all of the requirements of each of those sections are satisfied. 

NOTE; Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.36, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 1 7053.37-0. Table of Contents. 

(Table of Contents — Regulation Sections 17053.37-1 through 
17053.37-11) 

Section 17053.37-1. The Joint Strike Fighter (JSF) Property Cred- 
it. 

(a) In General 

(b) Cross References 

(c) General References 



Section 17053.37-2. Definitions. 

(a) Capitalized Labor 

(b) Fabricating 

(c) Joint Strike Fighter 

(d) Initial Contract or Initial Subcontract 

(e) Joint Strike Fighter Program 

(f) Manufacturing 

(g) Packaging 

(h) Placed in Service 

(i) Product For Ultimate Use in a Joint Strike Fighter 
(j) Primarily 
(k) Process 
(/) Processing 
(m) Qualified Activities 
Section 17053.37-3. Qualified Taxpayer. 

(a) In General 

(b) Pass-Through Entities 

Section 17053.37-4. Qualified Costs. 

(a) In General 

(b) California Sales and Use Tax Payment Requirement 

(c) Capitalization Requirement 

(d) Capitalized Labor Costs 

(1) Capitalized Labor Costs Under Third-Parly Contracts 

(e) Qualified Costs Paid or Incurred Pursuant to Binding Contracts 

(1) Allocation of Costs Actually Paid Prior to January 1, 2001 

(2) Binding Contract Bid Amount Reduced by Credit 

(3) Binding Contracts 

(4) Successor or Replacement Contracts 

(5) Option Contracts 

(6) Conditional Contracts 

Section 17053.37-5. Qualified Property. 

(a) In General 

(b) General Requirements for Qualified Property 

( 1 ) Tangible Personal Property 

(2) Section 1245(a)(3)(A) Property 

(3) Used to Manufacture a Product for Ultimate Use in a Joint Strike 
Fighter 

(4) Primarily Used in Qualified Activities 

(c) Specifically Excluded Property 

(1) Furniture 

(2) Facilities Used for Warehousing Purposes 

(3) Inventory 

(4) Equipment Used to Store Finished Products 

(5) Tangible Personal Property Used in Administration, General Man- 
agement, or Marketing 

(d) Movement of Used Property Into This State 
Section 17053.37-6. Leasing. 

(a) In General 

(1) Lessor Not Entitled to JSF Property Credit 

(2) Binding Contract Rules Applicable to Leases 

(3) Special Rules Applicable to All Leasing Transactions 

(A) Placed in Service 

(B) Bid Amount Reduced By Credit 

(b) Operating Leases 

(1) In General 

(2) Applicable Requirements 

(A) Lessee Must Be a Qualified Taxpayer 

(B) Use of Property in Qualified Activities 

(C) Sales or Use Tax Payment Requirement 

(D) Qualified Costs 

(E) Chargeable to Capital Account 

(3) Amount of JSF Property Credit Lessee May Claim 

(A) Qualified Cost to Lessor 

(B) Exception For Capitalized Labor 

(4) Special Rules for Operating Leases 
(A) Limitation on Qualified Costs 
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(B) Reduction in Qualified Cost to Lessor 

(C) Qualified Cost to Successor Lessor 

(D) Acquisition by Lessee of Leased Property 

(5) Sale-Leaseback Transactions 

(A) General Rule 

(B) Acquisition Sale and Leaseback 

(6) Lessor Reporting Requirement 
(c) Finance Leases 

{ 1 ) In General 

(2) Applicable Requirements 

(A) Lessee Must Be a Qualified Taxpayer 

(B) Use of Property in Qualified Activities 

(C) Sales or Use Tax Payment Requirement 

(D) Qualified Costs 

(E) Chargeable to Capital Account 

(3) Amount of JSF Property Credit Lessee May Claim 
Section 17053.37-7. JSF Contract Bidding. 

(a) In General 

(b) Bid 

(c) JSF Property Credit Reflected Within Bid 

(d) JSF Property Credit Allowable 

(e) Pass-Through Entities 

(f) Copies Provided to Franchise Tax Board 
Section 17053.37-8. Recapture Rules. 

(a) In General 

(b) Disposition 

(c) Disposition of Quahfied Property During the Taxable Year Placed 
in Service 

(d) Disposition of Qualified Property During a Taxable Year Subse- 
quent to the Taxable Year Placed In Service 

(e) Adjustment of Carryforwards When Disposition Occurs 

(0 Recapture of JSF Property Credit Allowed to Pass-Through Enti- 
ties 

( 1 ) Partnerships and Partners 

(2) S Corporations and Shareholders 

(A) Corporate Level Recapture 

(B) Pass-through of JSF Property Credit Recapture Amount to Share- 
holders 

Section 17053.37-9. JSF Property Credit Carryforwards. 

(a) In General 

(b) Carryforwards for Pass-Through Entities 

(c) Carryforwards Permitted After Sunset 

Section 17053.37-10. Recordkeeping Requirements. 

(a) In General 

(b) Books and Records 

(c) Affidavit Regarding Sales and Use Tax 

(d) Written Statement by Lessor to Lessee Section 
Section 17053.37-11. Miscellaneous Provisions. 

(a) Effective Dates of the JSF Property Credit 

(b) Manufacturers' Investment Credit (MIC) 

(c) Enterprise Zone Sales or Use Tax Credit 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.37, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 1 7053.37-1 . The Joint Strike Fighter (JSF) Property 
Credit. 

The Joint Strike Fighter (JSF) Property Credit — (See Regulation 
17053.37-0 for Table of Contents.) 

(a) In General. The Joint Strike Fighter (JSF) Property Credit is al- 
lowed to any qualified taxpayer in an amount equal to ten percent (10%) 
of any qualified costs paid or incurred on or after January 1, 2001, and 
before January 1, 2006, for qualified property that is placed in service in 
this state and used by a qualified taxpayer in qualified activities to 
manufacture a product for ultimate use in a Joint Strike Fighter. A quali- 
fied taxpayer who leases qualified property for use in qualified activities 



of the qualified taxpayer may also claim the JSF Property Credit. Quali- 
fied properly may be either new or used and must be placed in service in 
this state and used by a qualified taxpayer in qualified activities for more 
than one year to avoid recapture of the JSF Property Credit. The basis of 
any qualified property for which the JSF Property Credit is claimed is not 
required to be reduced by the amount of any JSF Property Credit claimed. 

(b) Cross References. Regulation 17053.37-2 contains definitions ap- 
plicable to Regulations 17053.37-1 through 17053.37-11, inclusive, 
RegulaUon 17053.37-3 contains ailes relating to qualified taxpayers, 
Regulafion 1 7053.37-4 contains rules relafing to qualified costs. Regula- 
tion 1 7053.37-5 contains rules relating to qualified property, RegulaUon 
17053.37-6 contains rules applicable to leases of qualified property by 
qualified taxpayers. Regulation 17053.37-7 contains rules relating to 
contract bidding. Regulation 1 7053.37-8 contains recapture rules. Regu- 
lation 17053.37-9 contains Riles relating to carryforwards. Regulation 
17053.37-10 contains general recordkeeping requirements, and Regula- 
tion 17053.37-1 1 contains other miscellaneous provisions. For rules re- 
lating to the JSF Property Credit allowed to taxpayers under the Personal 
Income Tax Law. see Revenue and Taxation Code section 17053.37 and 
the regulations thereunder. 

(c) General References. For purposes of Regulafions 17053.37-1 
through 17053.37-11, inclusive, the following general references shall 
apply: 

(1) All citations to the Revenue and Taxation Code are to the Califor- 
nia Revenue and Taxation Code. 

(2) All citations to the Internal Revenue Code are to the Internal Reve- 
nue Code of 1986, as amended. 

(3) The credits provided for in Revenue and Taxation Code secfions 
17053.37 and 23637 shall be collectively referred to as the "Joint Strike 
Fighter Property Credit" or the "JSF Property Credit." 

(4) Any reference to sales or use tax shall mean California sales or use 
tax imposed under Part 1 (commencing with section 6001) of Division 
2 of the Revenue and Taxation Code. Any discussion of California sales 
and use tax law in Regulations 17053.37-1 through 17053. 37-11, inclu- 
sive, is based upon such law as in effect on the date these regulafions be- 
come effecfive, and is generally intended to restate the requirements set 
forth in Revenue and Taxation Code section 17053.37 and to be illustra- 
five of, but have no effect on, the California sales and use tax law and the 
regulations thereunder. All examples which contain references to an 
amount of California sales or use tax shall be at an assumed hypothedcal 
sales or use tax rate of eight percent (8%). 

(5) Unless otherwise provided, any reference to capitalized labor costs 
in the examples in this regulation shall mean labor costs that are direct 
costs, as that term is used in Internal Revenue Code secfion 263 A and de- 
fined in the regulations thereunder, that can be identified or associated 
with and are properly allocable to construcfion or modification of quali- 
fied property. 

(6) Unless otherwise provided, any reference to qualified property in 
the examples in this regulation shall assume that the qualified property 
is being used primarily to manufacture a product for ultimate use in a 
Joint Strike Fighter. In addifion, unless otherwise provided, all examples 
in this regulation shall assume that the qualified taxpayer's bid to 
manufacture property for uUimate use in a Joint Strike Fighter reflected 
a reduction in the amount of the Joint Strike Fighter credit allowable as 
provided in Revenue andTaxaUon Code secfion 17053.37(i)(2) and Reg- 
ulafion 17053.37-7. 

NOTE: Authority cited: Section 17053.37(c)(3), Revenue and Taxation Code. Ref- 
erence: Section 17053.37, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§17053.37-2. Definitions. 

Definitions — (See Regulation 17053.37-0 for Table of Contents.) 
For purposes of Regulations 17053.37-1 through 17053. 37- 11, inclu- 
sive, the following definitions shall apply: 

(a) Capitalized Labor. The term "capitalized labor" shall mean all 
costs of labor that are direct costs, as that term is used in Internal Revenue 
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Code section 263A and defined in the regulations thereunder, that can be 
identified or associated with and are properly allocable to the construc- 
tion, modification, or installation of specific items of qualified property. 
For this purpose, labor encompasses full-time and part-time employees, 
as well as contract employees and independent contractors. 

( 1 ) Direct labor costs shall include all elements of compensation, such 
as basic compensation, overtime pay, vacation pay. holiday pay, sick 
leave pay (other than payments pursuant to a wage continuation plan un- 
der Internal Revenue Code section 105(d) as it existed prior to its repeal 
in 1983), shift differential, payroll taxes, and payments to a supplemental 
unemployment benefit plan, but shall not include any indirect labor costs. 

(2) Indirect labor costs are costs that cannot be identified or associated 
with the construction, modification, or installation of specific items of 
qualified property. Indirect labor costs include, but are not limited to. 
training costs, officers' compensation, pension and other related costs, 
and employee benefit expenses (including payments pursuant to a wage 
continuation plan under Internal Revenue Code section 105(d) as it ex- 
isted prior to its repeal in 1983). 

(3) In determining whether direct costs of labor are properly allocable 
to the construcfion, modification, or installation of a specific item of 
qualified property, the qualified taxpayer shall be required to use the 
same method of allocation for California income and franchise tax pur- 
poses that the taxpayer used for federal income tax purposes under the 
uniform capitalization allocaUon rules specified in Treasury Regulation 
section 1.263A-1 (as in effect on the date Regulation 17053.37-2 is ef- 
fective). 

(b) Fabricating. The term "fabricating" shall mean the process of mak- 
ing, building, creating, producing, or assembling components or proper- 
ty to work or be useable in a new or different manner. 

(c) Joint Strike Fighter. The term "Joint Strike Fighter" shall mean the 
next-generation air combat strike aircraft developed and produced under 
the Joint Strike Fighter program of the United States government. 

(d) Initial Contract or Initial Subcontract. The term "initial contract" 
shall mean the contract awarded by the United States government to a 
prime contractor for any phase, including the Engineering and Manufac- 
turing Development Phase, of the Joint Strike Fighter Program to pro- 
duce the Joint Strike Fighter Aircraft. The term "initial subcontract" shall 
mean a contract between a prime contractor and any other contractor, or 
between two contractors where one of those contractors is under contract 
with the prime contractor or where the prime contractor or a contractor 
under contract with the prime contractor has consented to the contract in 
writing, to produce a product that is physically attached to or installed in 
a Joint Strike Fighter Aircraft under the initial contract. 

(e) Joint Strike Fighter Program. The term "Joint Strike Fighter pro- 
gram" shall mean the multiservice, multinational project conducted by 
the United States government to develop and produce the next generation 
of air combat strike aircraft. 

(f) Manufacturing. The term "manufacturing" shall mean the process 
of converting or conditioning property by changing the form, composi- 
tion, quality, or character of the property for ultimate use in a Joint Strike 
Fighter, and includes any improvements to tangible personal property 
that result in a greater service life or greater functionality than that of the 
original property. Tangible personal property shall be treated as having 
a greater service life if such property can be used for a longer period than 
such property could have been used prior to the conversion or condition- 
ing of such property. Tangible personal property shall be treated as hav- 
ing greater functionality if it has been improved in such a manner that it 
can be used to perform new or different functions. 

(g) Packaging. The term "packaging" shall mean to wrap, seal, box, 
or put together as a unit, but shall include only that portion of any wrap- 
ping, sealing, boxing, or putting together as a unit that is necessary to pre- 
pare the goods for delivery to and placement in the qualified taxpayer's 
finished goods inventory, or to prepare the goods so that they are suitable 
for delivery to and placement in finished goods inventory. Additional 
wrapping, sealing, boxing, or putting together as a unit, such as any wrap- 
ping, sealing, boxing, or putting together as a unit that is necessary to con- 



solidate the finished goods prior to shipping or to protect them during 
transportafion, shall not be treated as packaging. 

(h) Placed in Service. The term "placed in service" shall mean the ear- 
liest taxable year in which either of the following occurs: 

( 1 ) under the depreciafion method used by the qualified taxpayer for 
California tax purposes, the period for depreciation with respect to the 
qualified property commences; or 

(2) the qualified property is placed in a condition or state of readiness 
and availabiUty for a specifically assigned function. If qualified property 
meets the conditions of subsection (h)(2) of this regulation in any taxable 
year, it shall be considered placed in service in such year, notwithstand- 
ing that the period for depreciation with respect to the qualified property 
begins in a succeeding taxable year. For example, if under the qualified 
taxpayer's California depreciation practice such qualified property is ac- 
counted for in a multiple asset account and depreciation is computed un- 
der an averaging convention, or depreciation is computed under the com- 
pleted contract method, the unit of production method, or the retirement 
method, then the qualified property is treated as in a condition or state of 
readiness and availability for a specifically assigned function. Specific 
examples where qualified property shall be considered in a condition or 
state of readiness and available for a specifically assigned function in- 
clude (A) parts that are acquired and set aside during the taxable year for 
use as replacements for a particular item or items of qualified property 
in order to avoid operational time loss. (B) operational items of qualified 
property that are acquired for a specifically assigned function during the 
taxable year where it is not practicable to use such item of qualified prop- 
erty for its specifically assigned function in the qualified taxpayer's busi- 
ness until the following taxable year, and (C) qualified property acquired 
for a specifically assigned function that is operational but is still undergo- 
ing testing to eliminate any defects. Materials and parts acquired to be 
used in the construcfion of an item of qualified property shall not be con- 
sidered in a condifion or state of readiness and availability for a specifi- 
cally assigned funcfion. 

(i) Product for Ultimate Use in a Joint Strike Fighter. The term "prod- 
uct for ulfimate use in a Joint Strike Fighter" shall mean a product that 
is designed to be physically installed in or attached to a Joint Strike Fight- 
er aircraft. The term "product for ultimate use in a Joint Strike Fighter" 
shall not include any product that is not designed to form a physical part 
of the Joint Strike Fighter aircraft. For this purpose, the term "product" 
shall include any pilot model or prototypes used in connection with the 
development of the product. 

(j) Primarily. The term "primarily" shall mean that property is used 50 
percent or more of the fime in qualified acfi vines. For purposes of the pre- 
ceding sentence, the terra "fime" shall mean the total number of hours 
that the property is actually in use during the 12-month period immedi- 
ately following the date the property is placed in service in this state. For 
example, if an item of property is used by a qualified taxpayer for a total 
of 1 00 hours for all uses during the 1 2-month period immediately follow- 
ing the date the property is placed in service in this state, then "primarily" 
used in qualified activifies means at least 50 hours of the property's use 
is in qualified activifies. 

(k) Process. The term "process" shall mean the period beginning at the 
point at which any raw materials are received by the qualified taxpayer 
and introduced into the manufacturing, processing, or fabricating activ- 
ity of the qualified taxpayer and ending at the point at which the manufac- 
turing, processing, or fabricating acUvity of the qualified taxpayer has al- 
tered tangible personal property to its completed form, including 
packaging, if required. Raw materials will be considered to have been 
introduced into the process when the raw materials are stored on the same 
premises where the qualified taxpayer's manufacturing, processing, or 
fabricating acfivity is conducted. Raw materials that are stored on prem- 
ises other than where the qualified taxpayer's manufacturing, proces- 
sing, or fabricafing acfivity is conducted, shall not be considered to have 
been introduced into vhe manufactumg, processing, or fabricaiing pro- 
cess. 
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(/) Processing. The term "processing" shall mean the process of physi- 
cally applying the materials and labor necessary to modify or change the 
characteristics of property. 

(m) Qualified Activities. The term "qualified activities" shall mean ac- 
tivities engaged in by a qualified taxpayer that involve manufacturing, 
processing or fabricating a product for ultimate use in a Joint Strike 
Fighter. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.37, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 



poration, the determination of whether a taxpayer is a qualified taxpayer 
shall be made at the entity level. Any credit allowed under Revenue and 
Taxation Code section 17053.37 and this regulation shall be passed 
through to the partners or shareholders in accordance with applicable 
provisions of Part 10 (commencing with Revenue and Taxation Code 
section 17001) or Part 11 (commencing with Revenue and Taxation 
Code section 23001). 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.37, Revenue and Taxation Code. 

History 
] . New section filed 1-23-2003: operative 2-22-2003 (Register 2003, No. 4). 



§17053.37-3. Qualified Taxpayer. 

Qualified Taxpayer — (See Regulation 1 7053.37-0 for Table of Con- 
tents.) 

(a) In General. For purposes of Regulations 17053.37-1 through 
17053.37-1 1, inclusive, a qualified taxpayer is any taxpayer under an 
initial contract or initial subcontract to manufacture property for ultimate 
use in a Joint Strike Fighter. The term "initial contract" shall mean the 
contract executed by the United States government and a prime contrac- 
tor for any phase, including the Engineering and Manufacturing Devel- 
opment Phase, of the Joint Strike Fighter Program to produce the Joint 
Strike Fighter Aircraft. The term "initial subcontract" shall mean a con- 
tract between a prime contractor and any other contractor, or between 
two contractors where one of those contractors is under contract with the 
prime contractor or where the prime contractor or a contractor under con- 
tract with the prime contractor has consented to the contract in writing, 
to produce a product that is physically attached to or installed in a Joint 
Strike Fighter Aircraft under the initial contract. 

EXAMPLE 1: X is awarded the contract for the Engineering and 
Manufacturing Development Phase of the Joint Strike Fighter Program 
and executes a contract with the United States government for comple- 
tion of that phase. Under these facts, X is a qualified taxpayer because X 
is a prime contractor awarded the initial contract from the United States 
government for a phase of the Joint Strike Fighter Program. 

EXAMPLE 2: Assume the same facts as EXAMPLE 1, except that X 
and Y are both awarded a portion of the contract for the Engineering and 
Manufacturing Development Phase of the Joint Strike Fighter Program 
and both execute contracts with the United States government for 
completion of their respective portions of that phase. Under these facts, 
both X and Y are qualified taxpayers because they are prime contractors 
awarded initial contracts from the United States government for a phase 
of the Joint Strike Fighter Program. 

EXAMPLE 3: Assume the same facts as EXAMPLE 1 , except that Z 
submits a bid to X, the prime contractor, and is awarded a subcontract to 
manufacture a product for ultimate use in a Joint Strike Fighter under the 
scope of the initial contract. Under these facts, Z is a qualified taxpayer 
because Z is a subcontractor under an initial subcontract for a phase of 
the Joint Strike Fighter Program. 

EXAMPLE 4: Assume the same facts as EXAMPLE 3, except that A 
submits a bid to Z and is awarded a contract with Z to perform a portion 
of Z's work under the scope of Z's contract with X. Under these facts, A 
is also a qualified taxpayer because Z is under contract with one of the 
prime contractors and A is therefore a subcontractor under an initial sub- 
contract for a phase of the Joint Strike Fighter Program. 

EXAMPLE 5: Assume the same facts as EXAMPLE 4, except that A 
contracts with B to complete a portion of the work under A's contract 
with Z. Neither X nor Z consent in writing to the contract between A and 
B. B thereafter completes all of the work in its contract with A. Even 
though B has assisted in manufacturing a product for ultimate use in a 
Joint Strike Fighter, B is not a qualified taxpayer because neither X nor 
Z consented in writing to the contract and B is thus not a subcontractor 
under an initial subcontract for a phase of the Joint Strike Fighter Pro- 
gram. 

(b) Pass-Through Entities. For purposes of Regulations 17053.37-1 
through 17053.37-11, inclusive, in the case of any partnership or S cor- 



§17053.37-4. Qualified Costs. 

Qualified Costs — (See Regulation 17053.37-0 for Table of Con- 
tents.) 

(a) in General. For purposes of Regulations 17053.37-1 through 
17053.37-11, inclusive, the term "qualified costs" includes any costs 
paid or incurred by a qualified taxpayer for the construction, reconstruc- 
tion, or acquisition of qualified property on or after January 1 , 2001 , and 
before January 1 , 2006, provided that California sales or use tax has been 
paid, directly or indirectly, on such costs (except for costs paid or in- 
curred for capitalized labor), and such costs are property chargeable to 
the qualified taxpayer's capital account. However, the term "qualified 
costs" does not include the amount of any California sales or use tax paid, 
directly or indirectly, by the quahfied taxpayer. 

(b) California Sales and Use Tax Payment Requirement. In order for 
costs to be treated as qualified costs, California sales or use tax must be 
paid, directly or indirectly as a separately stated contract amount or as de- 
termined from the books and records of the qualified taxpayer, with re- 
spect to the qualified property. For purposes of Regulafions 17053.37-1 
through 17053.37-1 1, inclusive, the requirement that California sales or 
use tax be paid prior to claiming the JSF Property Credit shall be deemed 
satisfied as of the date the California sales or use tax is due and payable 
under Part 1 (commencing with section 6001) of Division 2 of the Reve- 
nue and Taxation Code. In the case of any costs paid or incurred by the 
qualified taxpayer upon which California sales or use tax has not been 
paid (except in the case of amounts properly treated as capitalized direct 
labor for the construcfion, modificaUon, or installafion of qualified prop- 
erty), such amounts shall not be treated as qualified costs. In the case of 
any leasing transaction. Regulation 17053.37-6 contains special rules 
applicable to the California sales and use tax payment requirement. 

EXAMPLE 1: D, a qualified taxpayer, purchases three hydraulic tur- 
bines from B, a California manufacturer of hydraulic turbines, for $500 
to be used in D's manufacturing facility in Escondido. Under the terms 
of the purchase contract, B agrees to install the turbines at D's manufac- 
turing facility by affixing them to the facility' s concrete floor for an addi- 
tional $ 1 00. Assume $36 of the $ 100 installation charge constitutes direct 
labor costs paid by B to its employees under Internal Revenue Code sec- 
tion 263A. B charges and collects from D $40 in California sales tax un- 
der the contract ($500 X 8%), with the $ 1 00 in installation charges being 
separately stated in the purchase contract and for purposes of this exam- 
ple are assumed to be exempt from California sales and use tax. Under 
these facts, D has $536 in quahfied costs ($500 in costs upon which 
California sales tax was paid and $36 in capitalized direct labor costs, but 
excluding the $40 in sales tax). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
instead of D purchasing the turbines from B, D enters into a "fixed-price, 
turn-key" contract with C, the terms of which require D to pay C a total 
of $640 upon delivery and installation of the turbines in D's manufactur- 
ing facility. C, instead of delivering a resale certificate to B, pays $40 
($500 X 8%) in California sales tax to B on its purchase of the turbines. 
Under C s contract with D, the $40 California sales tax paid by C is a sep- 
arately stated item. Under these facts, since the sales tax was separately 
stated in D's contract with C and paid by C on behalf of D, D is treated 
as having satisfied the California sales tax payment requirement. Howev- 
er, since $40 of the total contract price represents the sales tax paid indi- 
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rectly by D, the amount of D's qualified costs is $536 ($500 for the tur- 
bines plus $36 in capitalized direct labor costs, but excluding the $40 in 
sales tax). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
D's contract with C does not separately state the amount of California 
sales tax paid by C. However, D's books and records substantiate that C 
paid California sales tax on behalf of D and that the total contract price 
ol" $640 is broken down between $500 for the turbines, $40 in California 
sales tax. and $100 in installation charges. Under these facts, the result 
is the same as in EXAMPLE 2 since the amount of California sales tax 
treated as being paid indirectly by D can be determined from D's books 
and records. 

(c) Capitalization Requirement. In order for costs to be treated as qual- 
ified costs, they must be amounts properly chargeable to the capital ac- 
count of the qualified taxpayer. Amounts shall be treated as properly 
chargeable to capital account if under the qualified taxpayer's method of 
tax accounting they are properly includible in the qualified taxpayer's ba- 
sis for computing depreciation on the qualified property under Revenue 
and Taxation Code section 17250. However, any amounts not required 
to be included in the qualified taxpayer's basis for depreciation purposes 
shall not be treated as qualified costs. For example. Internal Revenue 
Code section 179 provides that amounts for which an election is made 
under that section to currently deduct such amounts are "not chargeable 
to capital account." Thus, any amounts for which a qualified taxpayer 
makes an election to currently expense for California income or franchise 
tax purposes under either Internal Revenue Code sections 179 or 179 A, 
or amounts for which a qualified taxpayer makes an election for Califor- 
nia purposes to currently expense under Internal Revenue Code section 
179-type provisions such as Revenue and Taxation Code sections 
1 7267.6 (Targeted Tax Area businesses), 1 7267.2 (Enterprise Zone busi- 
nesses), or 17268 (Local Agency Military Base Recovery Area busi- 
nesses), are treated as amounts that are not properly chargeable to capital 
account. In addition, any costs paid or incurred for property with a useful 
life of less than one year which may properly be expensed under Internal 
Revenue Code section 162 would be treated as amounts not properly 
chargeable to capital account. Although costs that are not properly 
chargeable to capital account are not treated as qualified costs, the por- 
tion of the cost of any item of quahfied property that is properly charge- 
able to capital account (such as, for example, the amount in excess of 
what may be currently deducted under Internal Revenue Code section 
1 79) may be a qualified cost under Revenue and Taxation Code section 
17053.37. 

EXAMPLE 1: F, a qualified taxpayer, purchases 50 stainless steel 
racks for $900 from G for use in F's production line in Palmdale. F pays 
$72 ($900 X 8%) in California sales tax on the purchase. F makes an elec- 
tion for California franchise tax purposes to currently expense the entire 
cost of the stainless steel racks under Revenue and Taxation Code section 
17255 (Internal Revenue Code secUon 179). Under these facts, the $900 
paid by F for the stainless steel racks would not be treated as a qualified 
cost since the $900 is not properly chargeable to F' s capital account under 
Revenue and Taxation Code section 17255 (Internal Revenue Code sec- 
tion 179). 

EXAMPLE 2: H, a qualified taxpayer doing business in the Fresno En- 
terprise Zone, purchases a drill press for $25 from I, and pays $2 (8% of 
$25) in California sales tax on the purchase. H makes an election under 
Revenue and Taxafion Code section 24356.7 to expense 40% of the cost 
of the drill press. Under these facts, $10 of the $25 paid by H would not 
be treated as a qualified cost since the $10 is not properiy chargeable to 
H's capital account. 

(d) Capitalized Labor Costs. For costs paid or incurred by the qualified 
taxpayer for capitalized labor, the requirement that California sales or use 
tax be paid in order for the costs to be treated as qualified costs shall not 
apply. The qualified taxpayer shall have the burden of establishing the 
amount of any cost paid or incurred for capitalized labor that is a direct 
labor cost, as that term is used in Internal Revenue Code section 263A 
and defined in the reguladons thereunder, that can be identified or 



associated with and are properiy allocable to the construction, modifica- 
tion, or installauon of any item of qualified property. This burden may, 
for example, ordinarily be satisfied by either an invoice, supported by the 
books and records of the qualified taxpayer, that separately states the 
amount of capitalized direct labor for qualified properly acquired by pur- 
chase or, in the case of self-constructed qualified property, from books 
and records of the qualified taxpayer that establish the amount of capital- 
ized direct labor for the construction of the item of qualified properly. 

EXAMPLE 1: G, a qualified taxpayer, purchases a machine that is 
qualified property from X for $500. The price of the machine includes 
$50 in separately stated shipping charges. X collects California sales lax 
of $34 (8% of $450) from G. with the shipping charges assumed to be ex- 
empt from California sales and use lax. Upon receipt of the machine, G 
incurs an additional $50 in capitalized direct labor costs to have G's em- 
ployees install the machine in G's manufacturing facility in Riverside, 
and $25 in training costs to train G's personnel to properly operate Ihe 
machine. Under these facts, only the cost of the machine upon which 
California sales tax was paid ($450), plus the capitalized direct labor 
installation costs ($50). would be treated as qualified costs. The $50 paid 
for shipping charges is not a qualified cost since no California sales tax 
was paid on such amounts, nor are the shipping charges treated as capital- 
ized direct labor costs. The $25 incurred by G in training costs is not a 
qualified cost since training costs are indirect labor costs under Revenue 
and Taxation Code section 17053.37-2, subsection (a)(2). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
the $50 in freight charges are not separately stated and X collects $40 {S% 
of $500) in California sales tax from G. Under these facts, the cost of the 
machine, including the freight charges, upon which California sales tax 
was paid ($500), plus the capitalized direct labor installaUon costs ($50), 
would be treated as qualified costs. 

EXAMPLE 3: J, a qualified taxpayer, purchases an extended warranty 
contract on qualified property. J's extended warranty contract provides 
that all unscheduled maintenance and repairs will be performed at no cost 
by the seller or its agent. Assume that the costs of the extended warranty 
contract are exempt from California sales and use tax. Under these facts, 
the extended warranty contract is not treated as a capitalized direct labor 
cost since it is not for the construction, modificafion, or installation of 
qualified property. As a result, the costs paid for the extended warranty 
contract are not qualified costs. 

EXAMPLE 4: K, a qualified taxpayer, purchases a machine that is 
qualified property and then uses its own employees to install and modify 
the machine, including necessary adjustments, alignments and "debug- 
ging," so that the machine will properly run K's assembly line. Under 
these facts, assuming that K properly capitalizes for California tax pur- 
poses its direct labor costs for installing and modifying the machine, the 
labor costs are treated as capitalized direct labor costs and are thus quali- 
fied costs. 

EXAMPLE 5: L, a qualified taxpayer, purchases a comprehensive in- 
surance policy on an item of qualified property. L may not include the 
premiums for the insurance policy as qualified costs because the insur- 
ance policy covers risk of loss, and is not a capitalized direct labor cost 
that is associated with the construcfion, modificafion or installation of 
qualified property. 

( 1 ) Capitalized Labor Costs Under Third-Party Contracts. Only ca- 
pitalized direct labor costs, as that term is used in Internal Revenue Code 
section 263A and defined in the regulations thereunder, that can be iden- 
tified or associated with and are properly allocable to the construction, 
modificafion, or installation of specific items of qualified property, 
consfitute qualified costs for purposes of the JSF Property Credit. For ca- 
pitalized labor costs paid or incurred by a qualified taxpayer to a third- 
party contractor for the construcfion, modification or installation of qual- 
ified property, a qualified taxpayer is only allowed to include as qualified 
costs those direct labor costs that the qualified taxpayer could include if 
the qualified taxpayer had itself constructed the qualified property using 
its own employees. To determine whether the labor costs can be included 
as capitalized direct labor costs for the JSF Property Credit, the qualified 
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taxpayer is required to look through its contract with the third party and 
put itself in the shoes of the third party for purposes of computing quah- 
fied costs. 

EXAMPLE 1: H, a qualified taxpayer, contracts with I for $100 to 
have a machine that is qualified property modified to increase its per-unit 
output. Assume that the labor costs associated with the modification are 
exempt from California sales and use tax. Assume also that $45 of the 
$ 1 00 contract constitutes direct labor costs paid by I to its employees un- 
der Internal Revenue Code section 263A and the regulations thereunder. 
Although H does not pay California sales or use tax on the modification 
work, H may include in its qualified costs a portion of the costs of modify- 
ing the machine since $45 of the $ 1 00 is properly treated as a capitalized 
direct labor cost for the modification of qualified property. H must 
"look-through" the contract with I so that only those costs that constitute 
capitalized direct labor costs with respect to payments made by I to its 
employees shall constitute direct labor costs with respect to H. 

(e) Qualified Costs Paid or Incurred Pursuant to Binding Contracts. 
For any qualified property constructed, reconstructed, or acquired by the 
qualified taxpayer (or any person related to the qualified taxpayer within 
the meaning of Internal Revenue Code sections 267 or 707) pursuant to 
a binding contract in existence on or prior to January 1 , 2001 , costs paid 
pursuant to that contract shall be subject to allocation under the rules in 
this subsection. 

(1) Allocation of Costs Actually Paid Prior to January 1, 2001. In any 
case where a qualified taxpayer has actually paid amounts (including, 
without limitation, contractual deposits and option payments) prior to 
January 1 , 200 1 , under a binding contract, any such amounts shall not be 
treated as qualified costs. However, if under any binding contract a quah- 
fied taxpayer has paid amounts both before and after January 1, 2001, 
then the amounts actually paid after December 3 1 , 2000, to the extent 
properly allocable to the construction, reconstruction, or acquisition of 
qualified property, shall be treated as qualified costs. In the case of any 
contract that was binding on January 1, 2001, under the terms of which 
a qualified taxpayer will acquire both qualified property and non-quali- 
fied property, and the qualified taxpayer has actually paid amounts both 
before and after January 1, 2001, then the amounts paid prior to January 
I, 2001, and the amounts paid after December 31, 2000, must be allo- 
cated between the qualified property and the non-qualified property in 
proportion to the actual amounts paid prior to January 1, 2001, and the 
total contract price. 

(2) Binding Contract Bid Amount Reduced by Credit. In no event shall 
the allocation provided in this subsection be allowed unless the bid that 
was the basis of the binding contract in existence on or prior to January 
1 , 200 1 , was reduced by the amount of the JSP Property Credit allowable 
as required by Revenue and Taxation Code section 17053.37(i)(2) and 
Regulation 17053.37-7. 

EXAMPLE 1: On October 1, 2000, M, a qualified taxpayer, executes 
a contract to purchase five machines and ten computers that are qualified 
property for a total of $100 (plus applicable California sales tax). M will 
use the qualified property to complete a subcontract where the bid 
amount was reduced by the amount of the JSP Property Credit allowable. 
Under the terms of the contract, M is required to make a non-refundable 
$20 deposit upon execution of the contract and pay the remaining $80 
upon delivery of the machines and computers. On May 1, 2001, the ma- 
chines and computers are delivered and M pays the remaining $80 due 
under the contract. Under these facts, the $20 actually paid by M in 2000 
will not be treated as a qualified cost, but the remaining $80 paid in 2001 
will be treated as a qualified cost. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
the computers are not qualified property because M intends to use them 
for general administrative purposes. The computers represent $20 of the 
total $100 contract price. Under these facts, since M is purchasing both 
qualified property and non-qualified property under a binding contract, 
the $20 paid prior to January 1, 2001, and the $80 paid after December 
31, 2000, must be allocated between the machines and the computers. 
Since the cost of the machines represent 80% of the total contract price 



($80/$ 1 00), and $20 was actually paid prior to January 1 , 2001 , $ 1 6 (80% 
of $20) of the total $80 paid for the machines is treated as having been 
paid prior to January 1, 2001, and is thus not treated as a qualified cost. 
However, the remaining $64 ($80-$ 16) paid for the machines is treated 
as a qualified cost. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except that 
the qualified taxpayer did not reduce the amount of the bid that formed 
the basis of the subcontract by the amount of the JSF Property Credit al- 
lowable. Under these facts. M is not entitled to any credit since the bid 
amount was not reduced by the amount of the JSF Property Credit allow- 
able. 

(3) Binding Contracts. For purposes of Regulations 17053.37-1 
through 17053.37-1 1. inclusive, a contract shall be treated as binding 
where the contract is enforceable under state law against the qualified 
taxpayer (or any related party within the meaning of Internal Revenue 
Code sections 267 or 707) and the amount of potential damages (whether 
by an express liquidated damages provision or otherwise) for which the 
qualified taxpayer may be liable upon cancellation or breach of the con- 
tract would equal or exceed five percent (5%) of the total contract price. 
However, a contract to acquire a component part of a larger item of prop- 
erty shall only be treated as a binding contract to acquire such component 
part and shall not be treated as a binding contract to acquire the larger 
item of property under the general rule for binding contracts. For exam- 
ple, a written binding contract to acquire a motor to power a drill press 
would be a binding contract only for the motor, not for the entire drill 
press. 

EXAMPLE 1: X, a qualified taxpayer, enters into a written contract 
with Y on August 15, 2000, under which X agrees to purchase 10 ma- 
chines for $150 for delivery on December 1,2001. Under the terms of the 
contract, X is required to make a non-refundable deposit of $10 upon 
execufion of the contract. Under these facts, since X's potenfial damages 
upon cancellation or breach of the contract equal or exceed 5% of the to- 
tal contract price ($10/$ 150, or 6.7%), X's contract with Y is treated as 
a binding contract in existence on or prior to January 1, 2001. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
Y is required to refund half of X's $10 deposit in the event X cancels the 
contract. Assume further that X's potential damages to Y upon breach of 
the contract are limited by a liquidated damages provision to the $5 of X' s 
deposit that Y is not required to refund to X. Under these facts, X's con- 
tract is not treated as a binding contract in existence on or prior to January 
1, 2001, since X's potential damages under the contract are less than 5% 
of the total contract price ($5/$150, or 3.3%). 

(4) Successor or Replacement Contracts. Any contract entered into on 
or after January 1, 2001, that is a successor or replacement contract to a 
contract that was binding prior to January 1, 2001, shall be treated as a 
binding contract in existence prior to January 1, 2001, and shall be sub- 
ject to the same rules described in this section applicable to binding con- 
tracts generally. However, if a successor or replacement contract is en- 
tered into on or after January 1 , 2001 , and the subject of the successor or 
replacement contract relates both to amounts to be paid or incurred for 
the construction, reconstruction, or acquisition of qualified property de- 
scribed in the original binding contract and to amounts to be paid or in- 
curred for the construction, reconstruction, or acquisition of qualified 
property not described in the original binding contract, then the portion 
of those amounts described in the successor or replacement contract that 
were not described in the original binding contract shall not be treated as 
costs paid or incurred pursuant to a binding contract in existence prior to 
January 1,2001. 

EXAMPLE 1: On December 15, 2000, P, a qualified taxpayer, enters 
into a binding contract with Q to purchase three drill presses that are qual- 
ified property for a total contract price of $50. Under the terms of the con- 
tract, P makes a non-refundable $10 deposit to Q on December 20, 2000. 
On February 15, 2001, P and Q mutually agree to rescind the original 
contract and simultaneously execute a new contract under which P re- 
quests minor modifications to the specifications for the drill presses. Un- 
der the new contract, the total contract price is increased to $55 to corn- 
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pcnsate Q for Q's additional costs of modifying the specifications for the 
drill presses. Under these facts, the February 15, 2001, contract is treated 
as a replacement contract to the December 1 5, 2000, contract, and the $ 1 
deposit made by P on December 20, 2000, is not treated as a qualified 
cost. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
upon rescission of the original contract Q refunds P"s $10 deposit. Under 
the terms of the new contract P is legally obligated to make a non-refund- 
able deposit of $ 1 5 to Q within 30 days of the execution of the contract. 
Under these facts, the new contract is still treated as a replacement con- 
tract. Despite Q"s refund to P, $ 1 of the total $ 1 5 deposit made by P un- 
der the new contract is properly treated as having been actually paid prior 
to January 1 . 2001 , and will not be treated as a qualified cost. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except that 
under the new contract P agrees to purchase five drill presses instead of 
the three drill presses under the original contract. The total contract price 
for the new contract is increased to $85. Under these facts, the new con- 
tract is still treated as a replacement contract with respect to the three drill 
presses which were the subject of the original contract, and the $ 1 actu- 
ally paid by P prior to January 1. 2001, is not treated as a qualified cost. 

EXAMPLE 4; On November 1. 2000, R, a qualified taxpayer, enters 
into a binding contract with S to purchase two machines for $ 1 each and 
five computers for $2 each, for a total contract price of $30. Assume that 
the machines are qualified property, but since R will use the computers 
in its genera] administrative office, the computers are not qualified prop- 
erty. Under the terms of the contract, R makes a non-refundable $10 de- 
posit to S on November 5, 2000. On March 1, 2001, R and S mutually 
agree to rescind the original contract and simultaneously execute a new 
contract under which R agrees to purchase three machines and five com- 
puters for $40. Under these facts, the March 1, 2001 , contract is treated 
as a replacement contract to the November 1 , 2000, contract to the extent 
of the two machines and the five computers, but is not treated as a replace- 
ment contract as to the third machine added by the March 1, 2001, con- 
tract. The $ 1 deposit actually paid prior to January 1 , 2001 , is not treated 
as a qualified cost. However, none of this $10 deposit amount is required 
to be allocated to the third machine for purposes of allocating the total 
contract price between the qualified property and the non-qualified prop- 
erty because the March 1 , 2001 , contract is not treated as a binding con- 
tract under this section as to the third machine, so that the entire $ 1 cost 
of the third machine is a qualified cost. 

(5) Option Contracts. For purposes of Regulations 17053.37-1 
through 17053.37-1 1, inclusive, in any case where a qualified taxpayer 
(or any related parly witliin the meaning of Internal Revenue Code sec- 
tions 267 or 707) had an option to acquire qualified property on or prior 
to January 1 , 2001 , the option shall generally be treated as a binding con- 
tract. However, if the option holder would be required to forfeit an 
amount that is less than ten percent (10%) of the fixed opfion price upon 
cancellation or non-exercise of the option, then the option shall not be 
treated as a binding contract. 

EXAMPLE 1: On May 1, 2000, F, a qualified taxpayer, pays $150 to 
G for the right to purchase G's aluminum die-casting equipment for a to- 
tal contract price of $900 (including the amount paid for the option) at 
any time prior to May 1, 2002. Under the tenns of the option, the $150 
is not refundable in the event F does not exercise its option. On January 
15, 2002, F exercises its option to purchase G's casting equipment and 
delivers the remaining $750 due to G under the terms of the option. Since 
the option holder would have been required to forfeit more than 1 0% of 
the fixed option price upon cancellation or non-exercise of the option 
($150/900, or 17%), the option is treated as a binding contract and the 
$150 paid by F prior to January 1,2001, is not treated as a qualified cost. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
F pays only $80 for the option and is not obligated to forfeit any addition- 
al monies to G in the event F chooses not to exercise the opfion. Under 
these facts, the opfion is not treated as a binding contract since the maxi- 
mum amount that F would be required to forfeit under the option contract 
is less than 10% of the fixed opfion price ($80/900, or 9%). 



(6) Conditional Contracts. A contract shall be treated as binding not- 
withstanding the fact that the contract is subject to a condition. 

EXAMPLE: On December 1 , 2000, T, a qualified taxpayer, enters into 
a contract to purchase seven machines that are qualified properly. The 
contract provides for a twenty percent (20%) down payment on Decem- 
ber 1, 2000, with the balance to be paid on January 30, 200J . However, 
T's obligafions under the contract are expressly conditioned upon the 
complefion of T's new manufacturing facility in Palmdale. Despite this 
condition, the contract is treated as a binding contract in existence on or 
prior to January 1, 2001. 

Note: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.37, Revenue and Taxation Code. 

History 

I. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 17053.37-5. Qualified Property. 

Qualified Property — (See Regulation 17053.37-0 for Table of Con- 
tents.) 

(a) In General. For purposes of Regulations 17053.37-1 through 
17053.37-1 1, inclusive, the term "qualified property" includes tangible 
personal property, whether new or used, that is defined in Internal Reve- 
nue Code secfion 1245(a)(3)(A) and is used by a qualified taxpayer pri- 
marily in qualified activities to manufacture a product for ultimate use in 
a Joint Strike Fighter. The term "qualified property" does not include cer- 
tain types of property described in subsecfion (c) of this regulation. The 
basis of any qualified property for which the JSF Property Credit is 
claimed is not required to be reduced by the amount of any JSF Property 
Credit claimed. 

(b) General Requirements for Qualified Property. In order for property 
to be treated as qualified property, the property must satisfy each of the 
requirements of this subsection of this regulafion. 

(1) Tangible Personal Property. For purposes of this secfion, property 
must be tangible personal property. The term "tangible personal proper- 
ty" means any tangible property except land and improvements thereto, 
such as buildings or other inherendy permanent structures (including 
items which are structural components of such buildings or structures). 
Tangible personal property includes all property (other than structural 
components) which is contained in or attached to a building. Thus, for 
example, producfion machinery, prinfing presses, and tesfing equipment 
which is contained in or attached to a building are tangible personal prop- 
erty. Furthermore, all property which is in the nature of machinery (other 
than structural components of a building or other inherently permanent 
stnictures) shall be considered tangible personal property even though 
located outside a building. The determination of whether property will 
be treated as an inherenfiy permanent structure shall be made under Inter- 
nal Revenue Code secfion 1 245(a), so that generally property will be 
treated as an inherenfiy permanent structure (and thus not tangible per- 
sonal property) if the property is either intended to be or is in fact affixed 
permanenfiy, and is either incapable of being moved or, if movable, 
would suffer a significant degree of damage upon its removal. Local law, 
including state, county, city, or regional, shall not be controlling for pur- 
poses of determining whether property is or is not "tangible" or "person- 
al," so that the fact that under local law property is held to be personal 
property or tangible property shall not affect the determination of wheth- 
er such property is tangible personal property for purposes of the JSF 
Property Credit. 

EXAMPLE 1: B, a qualified taxpayer, manufactures aircraft engines 
in a manufacturing plant located in Tustin. B decides to upgrade its as- 
sembly line by installing a heavy-duty overhead crane which will be per- 
manently affixed to the building structure. Prior to installing the crane B 
constructs steel columns that extend from the crane's girder to the roof 
of the building. Under these facts, while the steel columns may be treated 
as "other tangible property" under Internal Revenue Code section 
1245(a)(3)(B), the steel columns are not tangible personal property and 
thus are not qualified property. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except 
instead consider the heavy-duty overhead crane. The crane moves back 
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and forth along the assembly line on craneway tracks that are permanent- 
ly bolted to the building's ceiling beams and is hard-wired to the build- 
ing's electrical system. Despite its permanent affixation to the building, 
the crane is an item of tangible personal property. 

(2) Section 1245(a)(3)(A) Property. Only personal properly described 
in Internal Revenue Code section 1245(a)(3)(A) is treated as qualified 
property for purposes of the JSF Property Credit. Other tangible property 
that is described in Internal Revenue Code sections 1245(a)(3)(B) 
through (F) is not "personal" property and is thus not qualified property 
under Revenue and Taxation Code section 17053.37. 

EXAMPLE 1: F, a qualified taxpayer, manufactures airplane fuse- 
lages. F constructs a building which is open at both ends through which 
a length of track travels to move the fuselages during several steps in the 
manufacturing process. Since the building is not tangible personal prop- 
erty defined in Internal Revenue Code section 1245(a)(3)(A). it would 
not be treated as quahfied property. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 . but in addi- 
tion, F constructs and installs machinery in the building to facilitate the 
assembly of the fuselages. Although the machinery is permanently 
installed in the building, it is not a structural component of the building 
and can be removed without dismantling the building. As a result, the ma- 
chinery is tangible personal property that is defined in Internal Revenue 
Code section 1245(a)(3)(A). 

(3) Used to Manufacture a Product for Ultimate Use in a Joint Strike 
Fighter. Properly must be used in qualified activities to manufacture a 
product for ultimate use in a Joint Strike Fighter. This requirement will 
be satisfied if the qualified taxpayer is using the qualified property pri- 
marily to manufacture a product that is properly treated as inventory of 
the qualified taxpayer and that is physically installed in or attached to a 
Joint Strike Fighter aircraft. For this purpose, the term "inventory" in- 
cludes any property that is required to be included in the qualified taxpay- 
er' s inventory under Internal Revenue Code section 263 A or that is de- 
scribed in Internal Revenue Code section 1221(1). 

EXAMPLE 1 : B, a qualified taxpayer, manufactures aircraft radar an- 
tennas that are attached to a Joint Strike Fighter. B constructs a compres- 
sor for use in B's assembly line. B uses the compressor exclusively to 
manufacture the antennas. Since B uses the compressor to manufacture 
a product that is physically attached to a Joint Strike Fighter aircraft, the 
compressor is primarily used in a qualified activity. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except B 
manufactures ground based radar equipment to be used in connection 
with the Joint Strike Fighter program. Under these facts, even though the 
radar equipment is being manufactured in connection with the Joint 
Strike Fighter program, the compressor is not used in qualified activities 
since the compressor is used to manufacture a product that is not physi- 
cally attached to a Joint Strike Fighter aircraft. 

(4) Primarily Used in Qualified Activities. Property must be primarily 
used in qualified activities. 

EXAMPLE 1 : B, a qualified taxpayer, manufactures avionics systems 
in San Diego. B constructs a compressor for use in B' s assembly line. The 
compressor is used for 500 hours in the assembly line, which is part of 
B's qualified activities, and for 250 hours in B's warehouse, which is part 
of B's non-qualified activity. Since B used the compressor in B's quali- 
fied activities for more than 50 percent of the time the compressor was 
actually in use during the 12-month period following the date the com- 
pressor was placed in service in California by B (500 hours/750 hours, 
or 66.7%), the compressor is primarily used in a qualified activity. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except B 
instead uses the compressor for 500 hours in the non-qualified activity 
and 250 hours in the qualified activity. Under these facts, the compressor 
is not primarily used in a qualified activity since the compressor was used 
less than 50 percent of the time during the 12-month period following the 
date the compressor was placed in service in California by B in a qualified 
activity (250 hours/750 hours, or 33.3%). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except B 
uses the compressor for a total of 100 days during the 12-month period 



following the date the compressor was placed in service in California by 
B. During each of those 100 days, B uses the compressor for four hours 
in the quahfied activity and six hours in the non-qualified activity. Al- 
though B is using the compressor in the qualified activity during each of 
the 100 days that it is actually in operation, the compressor is not primari- 
ly used in a qualified activity because the total number of hours the com- 
pressor is used in a qualified activity is less than 50 percent of the total 
hours ofoperationofthe compressor during the 12-month period follow- 
ing the date the compressor was placed in service in California by B. 

EXAMPLE 4: C, a qualified taxpayer, manufactures aircraft commu- 
nications equipment in San Jose. C purchases ten personal computers to 
be used in the company offices. The computers are to be used in part for 
administration and management, a non-qualified activity, but are also 
used for the tracking of assembly line operations by directly monitoring 
the performance, safety, and producUon of the assembly line, a qualified 
activity. As long as the computers are used at least 50 percent of the fime 
in the qualified acUvity during the 12-month period following the date 
the compressor was placed in service in California by C, then C shall be 
treated as primarily using the computers in a quahfied activity. 

EXAMPLE 5: R, a qualified taxpayer, manufactures aircraft instru- 
ment lights from raw materials such as glass, tungsten, aluminum, copper 
and paper. R initially receives the raw materials at its warehouse in North 
Hollywood, and then, when needed, transports them using its own trucks 
to R's manufacturing plant in Burbank. Upon delivery to the manufactur- 
ing plant, the raw materials are placed in a receiving area where they are 
then moved via forklift to their respective areas in the plant for introduc- 
tion into the process of manufacturing the light bulbs. Under these facts, 
R's qualified property does not include the trucks used to transport the 
raw materials from the warehouse to the manufacturing plant since the 
raw materials have not been introduced into R's manufacturing "pro- 
cess" until the raw materials have been delivered to the manufacturing 
plant. However, the forklift would be qualified property (assuming it was 
not used more than 50 percent of the time to unload the raw material from 
the trucks to the receiving area) since once the raw materials are received 
at the same premises where R's manufacturing activity is being con- 
ducted, the movement of the raw materials via forklift is treated as part 
of R's manufacturing process. 

EXAMPLE 6: T, a qualified taxpayer, manufactures copper wire in 
Santa Ana. As part of T's manufacturing process, T purchases a machine 
to process the copper wire by coating it with white or black insulation 
prior to wrapping the wire in white plastic insulation. T's machine ap- 
phes the materials and labor necessary to modify or change the character- 
istics of the copper wire. T's machine is used in "processing" the wire and 
thus would be qualified property. 

EXAMPLE 7: Assume the same facts as in EXAMPLE 7, except that 
T also uses the machine to coat its mailing labels for shipment of the wire. 
Assume that the processing of the copper wire is complete upon its being 
wrapped in the plastic insulation, and that the number of hours the ma- 
chine is used during the 1 2-month period following the date the machine 
was placed in service in California by T for the "processing" of the wire 
is less than 50 percent of the machine's total use during such period. Un- 
der these facts, the machine is no longer primarily used for "processing," 
a quahfied activity, but is instead primarily used to coat the mailing la- 
bels, a non-qualified activity, so that the machine is not qualified proper- 
ty- 

EXAMPLE 8: C, a qualified taxpayer, manufactures hydraulic lines 
in Milpitas. The employees of C fabricate and assemble shelving to be 
used to store the manufactured lines following completion of C's 
manufacturing process. Assume that the costs of fabricating the shelving, 
including the direct labor costs, are properly capitalized by C. Although 
C has "fabricated" the shelving, the shelving is not qualified property 
since it is not used in C's manufacturing process, which is a qualified ac- 
tivity, but is rather used for storage, which is a non-qualified activity. 

EXAMPLE 9: C, a qualified taxpayer, manufactures ground based ra- 
dar equipment and radar equipment that is physically installed in or at- 
tached to a Joint Strike Fighter aircraft. C purchases a compressor to use 
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on its assembly line. The compressor is used for a total of 500 hours on 
the assembly line, 300 hours to manufacture the radar equipment that is 
physically installed in or attached to a Joint Strike Fighter aircraft and 
200 hours to manufacture the ground based equipment. Since B used the 
compressor in B"s qualified activities for more than 50 percent of the time 
the compressor was actually in use during the 12-month period follow- 
ing the date the compressor was placed in service in California by B (300 
hours/500 hours, or 60%), the compressor is primarily used in a qualified 
activity. 

EXAMPLE 10: Assume the same facts as in EXAMPLE 10, except the 
compressor is used 200 hours to manufacture the radar equipment that is 
physically installed in or attached to a Joint Strike Fighter aircraft and 
300 hours to manufacture the ground based equipment. Since B used the 
compressor in B's qualified activities for less than 50 percent of the time 
the compressor was actually in use during the 12-month period follow- 
ing the date the compressor was placed in service in California by B (200 
hours/500 hours, or 40%), the compressor is not primarily used in a quali- 
fied activity. 

(c) Specifically Excluded Property. Notwithstanding subsections (b) 
or (d) of this regulation, qualified property does not include any of the 
following: 

( 1 ) Furniture. Any item of furniture, regardless of how used or where 
located. 

(2) Facilities Used for Warehousing Purposes. Any property used for 
warehousing purposes after completion of the manufacturing process. 
Thus, for example, a manufacturer of engine components that stores its 
finished products in a separate warehouse building prior to shipment, and 
thereafter uses forklifts and other heavy equipment to move the inventory 
within the warehouse building, shall not treat the forklifts and other 
heavy equipment as qualified property. 

(3) Inventory. Any property that is properly treated as inventory of the 
qualified taxpayer. For this purpose, the term "inventory" includes any 
property which is required to be included in the qualified taxpayer's in- 
ventory under Internal Revenue Code section 263A or that is described 
in Internal Revenue Code section 1221(1). 

(4) Equipment Used to Store Finished Products. Any equipment used 
to store finished products that have completed the manufacturing pro- 
cess. Thus, for example, if a qualified taxpayer primarily uses a forklift 
in the finished goods portion of its manufacturing plant to transport fin- 
ished products to its loading dock for shipping to customers, the forklift 
would not be qualified property. On the other hand, if the forklift was pri- 
marily used to transport raw materials to the assembly line and was occa- 
sionally used to transport finished products to the loading dock for ship- 
ment to customers, the forklift would be treated as qualified property. 

(5) Tangible Personal Property Used in Administration. General Man- 
agement, or Marketing. Any tangible personal property that is used in ad- 
ministration, general management, or marketing. For this purpose, an 
item of property that is used both in a qualified activity and for adminis- 
tration, general management, or marketing, shall be treated as qualified 
property only if the item is primarily used in a qualified activity. Howev- 
er, property primarily used to clean and maintain the factory floor and fire 
safety equipment primarily used on the factory floor are not considered 
tangible personal property used in administration, general management, 
or marketing. 

(d) Movement of Used Property Into This State. In any case where 
property is moved from another state or country into this state by a quali- 
fied taxpayer or by a lessor who intends to lease such property to a quali- 
fied taxpayer, the property may generally be treated as qualified property 
for purposes of the JSF Property Credit if it satisfies the other require- 
ments of this regulation. Thus, for example, if an item of property is ac- 
quired and placed in service in Nevada in 2000, and thereafter the item 
of property is moved into this state for use in a qualified activity (as de- 
fined in Regulation 17053.37-5(b)), the property may generally be 
treated as qualified property. However, in the case of any such moved 
property, a qualified taxpayer or lessor must still satisfy the requirements 



of Regulation 17053.37-4 (relating to qualified costs and payment of 
California sales or use tax) in order to claim the JSF Property Credit. 
NOTE: Authority cited: Section 19303, Revenue and Taxation Code. Reference: 
Section 17053.37, Revenue and Taxation Code. 

History 

1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§17053.37-6. Leasing. 

Leasing — (See Regulation 17053.37-0 for Table of Contents.) 

(a) In General. For purposes of Regulations 17053.37-1 through 
17053.37-1 1, inclusive, in the case of any leasing transaction in which 
qualified property is leased by a qualified taxpayer, the rules of this regu- 
lation shall apply. Generally, the lessor must pay California sales tax on 
the lessor's acquisition of the qualified property in order for the lessee to 
claim the credit for that item of qualified property. Conversely, the lessee 
cannot claim the JSF Property Credit for an item of property where the 
lessor acquired the qualified property without paying CaHfomia sales or 
use tax and the lessor instead collects use tax payments from the lessee 
measured by the lessee's rental payments to the lessor. The determination 
of whether the rules in subsection (b) or subsecfion (c) of this regulation 
apply shall be made by reference to the sales and use tax treatment of the 
lease, rather than the income tax treatment of the lease. Thus, for exam- 
ple, a lease of qualified property that would be treated as a finance lease 
under income tax principles may sfill be treated as an operating lease un- 
der this regulafion. In addition, under California sales and use tax law, a 
transacuon denominated as a lease will instead generally be treated as a 
sale under a security agreement if the lease contains a nominal option 
price. For this purpose, California sales and use tax law generally treats 
the option price as nominal if it does not exceed the lesser of $100 or 1 
percent of the total contract price. 

EXAMPLE 1: X, a leasing company, agrees to lease qualified property 
to Y, a qualified taxpayer, for use in Y' s manufacturing facility in Garden 
Grove. Under the terms of the lease, X will lease the property to Y for 
$100 per year for a term of 10 years. Upon the expiration of the 10-year 
lease term, Y has an option to acquire the property for $1. Under these 
facts, the "lease" would be properly treated as a sale under a security 
agreement from its incepfion and not as a lease under Revenue and Taxa- 
tion Code section 6006.3 and California State Board of Equalization 
Regulation 1660(a)(2)(A), Title 18, California Code of RegulaUons, so 
that the rules of subsection (c) of this regulafion would apply. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
Y'sopdonpriceis$125,or 12.5% of the total contract price. Under these 
facts, notwithstanding that the "lease" may be treated as a finance lease 
(and thus as a "purchase") for California franchise and income tax pur- 
poses, under California sales and use tax law the "lease" would generally 
be treated as a lease and the rules of subsection (b) of this regulation 
would apply. 

(1) Lessor Not Entitled to JSF Property Credit. A lessor of qualified 
property is never entitled to claim the JSF Property Credit with respect 
to any item of qualified property it leases to another party, regardless of 
whether the lessor is otherwise a qualified taxpayer. 

(2) Binding Contract Rules Applicable to Leases. In the case of any 
qualified property leased pursuant to any agreement or contract that is 
treated as a binding contract under the rules of subsection (e) of Regula- 
tion 17053.37-4, the allocafion rules of subsection (e) of Regulation 
17053.37^ shall apply in determining the amount of the qualified cost 
to the lessor upon which the lessee is enfitled to claim the JSF Property 
Credit. For this purpose, if a lessor acquires qualified property under the 
terms of a contract that is treated as a binding contract with respect to the 
lessee (or a party related to the lessee within the meaning of Internal Rev- 
enue Code secfions 267 or 318), then any payments or reimbursements 
made by the lessor, directly or indirectly in the form of a reduction in the 
amount of lease rental payments to be paid by the lessee under the lease, 
upon or as a result of the lessor's assumpfion of the lessee's obligations 
under the binding contract, shall be treated in the same manner as if the 
lessor had not assumed the lessee's obligations under the contract. Final- 
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ly. in any case where a lessor has acquired property prior to January 1, 

2001 , and thereafter leases such property, the qualified cost to the lessor 
upon which the lessee would be entitled to claim the JSF Property Credit 
would generally be zero (assuming the lessor has not paid otherwise qual- 
ified costs after January 1, 2001, to improve or otherwise modify the 
leased property, in which case the lessor would have qualified costs to the 
limited extent of such post-2000 amounts that were paid). 

EXAMPLE 1: D, a qualified taxpayer, is engaged in the business of 
manufacturing aircraft landing gear in Palmdale. On September 20, 
2000, D enters into a contract with X to acquire 3 machines that are quali- 
fied property for a total contract price of $900. Under the terms of the con- 
tract, D makes a non-refundable deposit to X of $150 upon execution of 
the contract, with an additional $150 due on July 1, 2001, and the final 
payment of $600 payable upon delivery of the machines on February 15, 

2002. Assume that this contract is treated as a binding contract under sub- 
section (e) of Regulation 17053.37^. On January 15, 2002, D decides 
that it would prefer to instead lease the machines, so D enters into a con- 
tract with L, an equipment leasing company, under which L will (i) as- 
sume D"s obligations under D's contract with X, (ii) lease the qualified 
property to D for a term of 10 years, and (iii) refund to D the $300 in pay- 
ments that D has previously made to X. Assume that L will pay California 
sales tax on its purchase of the qualified property from X. Under these 
facts, L will be treated as having $750 in qualified costs for which D will 
be entitled to claim the JSF Property Credit, which is the total amount 
treated as paid by L after January 1, 2001 ($600 paid directly by L to X 
under X's contract with D, plus $150 paid by L to D as reimbursement 
for D's payment on July 1, 2001, but excluding the $150 paid by D to X 
prior to January 1, 2001). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
instead of L agreeing to refund the $300 in payments that D has previous- 
ly made to X, L instead reduces the amount of the rental payments to be 
due from D under the lease. Under these facts, the result is the same as 
in EXAMPLE 1. 

(3) Special Rules Applicable to All Leasing Transactions 

(A) Placed in Service. In the case of any leasing transaction, the re- 
quirement that qualified property must be placed in service in California 
in order for a qualified taxpayer to claim the JSF Property Credit shall be 
treated as having been satisfied at the time when all the terms and condi- 
tions of the lease contract have been completed so that the lessee has an 
unconditional obligation to pay all rents due under the contract to the les- 
sor of the qualified property. However, notwithstanding the preceding 
sentence, the requirement of subsection (b)(4) of Regulation 17053.37-5 
that property be primarily used in qualified activities to manufacture a 
product for ultimate use in a Joint Strike Fighter must still be satisfied in 
order for a lessee to claim the JSF Property Credit. 

(B) Bid Amount Reduced by Credit. In no event shall any leasing 
transaction qualify for the JSF Property Credit unless the bid reduction 
requirements contained in Revenue and Taxation Code section 
17053.37, subsection (i)(2), and Regulation 1 7053.37-7 have been satis- 
fied with respect to the bid which contains the Joint Strike Fighter Proper- 
ty Credit allowable for the qualified property that is the subject of the 
lease. 

EXAMPLE: On July 1, 2001, A, a qualified taxpayer, enters into a 
contract to lease a drill press from B, an equipment leasing company, for 
use in A's manufacturing facility in Roseville. Under the terms of the 
lease contract, A's rental obligations commence at the beginning of the 
month following the date that A provides B with a written statement that 
the drill press has been received from C, the original manufacturer of the 
drill press, and that the drill press has been installed and is in good work- 
ing order (e.g., A provides a Certificate of Acceptance to B). On January 
15, 2002, A executes and delivers the required written statement to B. 
Under these facts, A is treated as having satisfied the "placed in service" 
requirement as of February 1, 2002, and, assuming all other requirements 
of Revenue and Taxation Code secfion 17053.37 have been satisfied, A 
is entitled to claim the JSF Property Credit. 



(b) Operating Leases. In the case of any lease that is not treated as a 
sale under Part 1 (commencing with section 6001 ) of Division 2 of the 
Revenue and Taxation Code (relating to the payment and collection of 
California sales and use tax), the rules set forth in this subsection of this 
regulation shall apply. Any lease subject to the rules of this subsection 
of this regulauon shall be referred to in this regulation as an '"operating 
lease." 

(1 ) In General. Under Revenue and Taxation Code section 6006, sub- 
section (g)(5), a lease of tangible personal property is generally treated 
as a sale for California sales and use tax purposes, unless the tangible per- 
sonal property is leased in substantially the same form as acquired by the 
lessor or leased in substantially the same form as acquired by the transfer- 
or and the lessor or transferor has paid sales tax reimbursement or has 
paid use tax measured by the purchase price of the property. 

EXAMPLE: L, a taxpayer engaged in the equipment leasing business, 
purchases 20 machine tools for $10 from P, a retailer of machine tools. 
L intends to immediately lease the machine tools, without modification, 
to X, a qualified taxpayer engaged in the business of manufacturing air- 
craft cockpit canopies in Visalia, for a term of 10 years. L pays California 
sales tax on its purchase of the machine tools, and then leases the machine 
tools to X. Assume that X does not have an option to purchase the ma- 
chine tools upon the expiration of the lease term. Since L has paid 
California sales tax on its purchase of the machine tools and then leased 
the property in substantially the same form as acquired, L's lease to X is 
not treated as a sale under Revenue and Taxation Code secdon 6006, sub- 
secfion (g)(5), and the rules of this subsecfion of this regulation apply. 

(2) Applicable Requirements. In the case of an operating lease, the fol- 
lowing requirements must be satisfied in order for the lessee to claim the 
JSF Property Credit. 

(A) Lessee Must Be a Qualified Taxpayer. The requirement under 
Regulation 17053.37-3 that the user of the qualified property must be a 
qualified taxpayer shall be applied to the lessee and not to the lessor. 

(B) Use of Property in Qualified Activiues. The requirement under 
subsection (b)(4) of Regulation 17053.37-5 that property be used in 
qualified activities in order to be treated as qualified property shall be ap- 
plied to the lessee and not the lessor with respect to the property that is 
the subject of an operating lease. 

(C) Sales or Use Tax Payment Requirement. Except as provided in 
subsecfions (b)(3)(B) or (b)(5)(B) of this regulation (relating to capital- 
ized labor), the lessor must pay California sales tax reimbursement or 
California use tax on the lessor's construcfion, reconstruction or acquisi- 
tion of the qualified property. In any case where the lessor's acquisition 
of the qualified property is pursuant to a transacfion treated as either an 
occasional sale under Revenue and Taxation Code secfion 6006.5 or as 
a sale of mobile transportafion equipment (as defined in Revenue and 
Taxafion Code section 6023), the requirement of this subsection of this 
regulation shall be sadsfied only if the lessor makes a timely elecfion un- 
der either Revenue and Taxafion Code sections 6094.1 or 6244(d) and 
pays California sales tax reimbursement or California use tax with re- 
spect to the lessor's acquisifion of the qualified property. 

(D) Qualified Costs. The requirement that costs, in order to be treated 
as qualified costs, must be paid or incurred for the "construction, recon- 
struction, or acquisifion" of qualified property shall not apply to the les- 
see's lease rental payments. Thus, for example, although a lessee may, 
under the lessee's method of CaHfomia tax accounting, currently deduct 
its lease rental payments, the lessee will still be entitled to claim the JSF 
Property Credit if the other requirements of this subsecfion of this regula- 
tion are satisfied. However, the rules of Regulation 17053.37-4, includ- 
ing the rules relating to the allocation of costs paid or incurred pursuant 
to binding contracts, shall apply in determining the amovkni of qualified 
costs of the lessor upon which the lessee may determine its JSF Property 
Credit. 

(E) Chargeable to Capital Account. The requirement that costs, in or- 
der to be treated as qualified costs, must be properly chargeable to the 
capital account of the qualified taxpayer shall not apply to the lessee's 
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lease rental payments. Thus, for example, although a lessee may, under 
the lessee's method of California tax accounting, currently deduct lease 
rental payments, the lessee will still be entitled to claim the JSF Property 
Credit if the other requirements of this subsection are satisfied. 

(3) Amount of JSF Property Credit Lessee May Claim. In general, a 
lessee under an operating lease is entitled to claim the JSF Property Credit 
at the same time and in the same amount as if such lessee had instead 
constaicted, reconstructed, or acquired the qualified property other than 
by lease. 

(A) Qualitled Cost to Lessor. Except as provided in subsection 
(hK.'^XB) of this regulation, the qualified cost to the lessor upon which 
the lessee is entitled to claim the JSF Property Credit is generally equal 
to the purchase price amount on which California sales tax reimburse- 
ment or use tax has been paid by the lessor. Thus, for example, if a lessor 
pays $100 for an item of qualified property, plus $8 in California sales 
tax reimbursement on such item, the qualified cost to the lessor would be 
$100. 

(B) Exception For Capitalized Labor. The qualified cost to the lessor 
under subsection (b)(3)(A) of this regulation shall also include any ca- 
pitalized labor that is a direct cost, as that term is used in Internal Revenue 
Code section 263A and defined in the regulations thereunder, that can be 
identified or associated with and are properly allocable to the constmc- 
tion or modification of the qualified property. Thus, for example, assume 
a lessor pays $100 for an item of qualified property, with $20 of a $50 
total labor cost properly treated as capitalized direct labor costs that are 
exempt from California sales or use tax. While the lessor would pay only 
$4 (8% of $50) in California sales tax reimbursement on the lessor's pur- 
chase of the qualified property, the qualified cost to the lessor under this 
subsection of this regulation would be equal to $70 ($50 + $20). 

(4) Special Rules for Operating Leases. The following special rules 
apply to any lease that is treated as an operating lease under this regula- 
tion. 

(A) Limitation on Qualified Costs. In determining a lessor's qualified 
cost under the rules of this subsection of this regulation, the allocation 
rule specified in Regulation 1 7053.37-4 shall apply to any costs actually 
paid by the lessor (or treated as paid by the lessor under the rules in this 
regulation) pursuant to a contract that was binding on January 1. 2001. 
Thus, for example, if a lessor has a binding contract to acquire qualified 
property for $ 1 00 as of January 1 , 2001 , and has paid a non-refundable 
deposit of $20 prior to January 1 , 200 1 , and thereafter pays the remaining 
$80 purchase price, the lessor's qualified cost upon which a lessee may 
claim the JSF Property Credit could not exceed $80 ($100 purchase price 
less $20 actually paid prior to January 1 , 2001 , pursuant to a binding con- 
tract). 

(B) Reduction in Qualified Cost to Lessor. In the case of any re-lease 
of qualified property by a lessor to another qualified taxpayer, the quali- 
fied cost to the lessor under subsection (b)(3)(A) of this regulation as to 
the subsequent lessee shall first be reduced by the amount of qualified 
cost taken into account by any predecessor lessee. However, the preced- 
ing sentence shall not apply to the extent that the predecessor lessee was 
required to recapture any JSF Property Credit allowed to the predecessor 
lessee under the recapture rules in Regulation 17053.37-8. 

EXAMPLE 1 : L, a taxpayer engaged in the equipment leasing busi- 
ness, acquires two cranes from R, a manufacturer of cranes in Oxnard, 
for $100. L intends to immediately lease the cranes to M, a qualified tax- 
payer, for use by M in its manufacturing facility located in Ventura. As- 
sume the lease is properly treated as an operating lease under this regula- 
tion and that L pays sales tax to R of $8 (8% of $100) at the time of L's 
purchase. Under these facts, M will be entitled to claim a $ 1 JSF Proper- 
ty Credit (10% of $100) since L's qualified cost is $100. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
at the end of the lease term L re-leases the cranes to P, a qualified taxpay- 
er, which manufactures synthetic resins and composite materials at a fa- 
cility in Moorpark. Under subsections (b)(3)(A) and (b)(4)(B) of this reg- 
ulation, L's qualified cost upon which P may claim the JSF Property 
Credit is zero ($0) since L's qualified cost is $0 ($100 original qualified 



cost to L, less $ 1 00 qualified cost taken into account by a predecessor les- 
see, M, when claiming the JSF Property Credit). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
M, the initial lessee, cancels the lease with L after 10 months, with L re- 
possessing the cranes. Under these facts, M would be required to recap- 
ture (pursuant to Regulation 17053.37-8) the entire $10 JSF Property 
Credit previously claimed by M, and L's qualified cost upon L's re-lease 
of the cranes to P would be $ 1 00 ($ 1 00 original quali fied cost to L, less 
$100 qualified cost taken into account by a predecessor lessee. M, plus 
$100 of qualified cost recaptured upon M's cancellation of the lease with 
L). 

(C) Qualified Cost to Successor Lessor. In any case where a successor 
lessor acquires qualified property from a lessor that is subject to a lease 
(including any qualified property that is not currently being leased but 
which the successor lessor intends to re-lease) in a transaction that is not 
treated as a sale for California sales and use tax purposes, the qualified 
cost to the successor lessor for purposes of the JSF Property Credit shall 
be reduced by the amount of qualified cost of the predecessor lessor that 
was taken into account by any lessee in computing a credit under the JSF 
Property Credit. However, the preceding sentence does not apply in any 
case where the transaction in which the successor lessor acquires the 
qualified property from the predecessor lessor is treated as a sale for 
California sales and use tax purposes. 

EXAMPLE 1: G is engaged in the equipment leasing business. G ac- 
quires three drill presses from Q, a manufacturer of drill presses, for 
$300. G immediately leases the printing presses to D, a qualified taxpay- 
er, for use by D in D' s machine tool facility in Santa Barbara. Assume the 
lease is properly treated as an operating lease under this regulation, and 
that G pays sales tax to Q of $24 ($300 X 8%) at the time of purchase. 
Under these facts, D would be entitled to claim a JSF Property Credit of 
$30(1 0% of $300, G ' s quahfied cost of the drill presses). Three years lat- 
er G sells the drill presses to H, who is also engaged in the business of 
equipment leasing, for $250. Assume that G terminates its lease with D 
prior to the sale of the drill presses to H. and that H delivers a resale certif- 
icate to G so that H's purchase is exempt from California sales and use 
tax. Assume further that D agrees to re-lease the drill presses from H fol- 
lowing H's acquisition of the drill presses from G. D terminates its lease 
two years after H's purchase of the drill presses, and H then re-leases the 
drill presses to E in a transaction treated as an operating lease under this 
regulation, for use by E in its tool and die facility in Bakersfield. Under 
these facts, H's qualified cost upon which E may claim the JSF Property 
Credit is $0 ($250 paid by H to G, less $300 qualified cost taken into ac- 
count by a predecessor lessee, D). 

EXAMPLE 2: Assume the same facts as in EXAMPLE \, except that 
G does not terminate its lease with D prior to G's sale of the drill presses 
to H. Under California sales and use tax law, the sale by G to H would 
be subject to California sales tax and H would not be entitled to deliver 
a resale certificate to G. As a result, assume H pays California sales tax 
reimbursement to G on the $250 purchase price. Since H has paid Califor- 
nia sales tax reimbursement to G, H's qualified cost upon which E may 
claim the JSF Property Credit is $250. 

(D) Acquisition by Lessee of Leased Property. In any case where a les- 
see (or any party related to the lessee within the meaning of Internal Rev- 
enue Code sections 267 or 318) of quahfied property acquires the leased 
property from the lessor within one year of the date the qualified property 
is first used by the lessee, then the purchase of the qualified property by 
the lessee shall be treated as a disposition of the property by the lessee 
and any JSF Property Credit claimed by the lessee must be recaptured by 
the lessee under the rules of Regulation 1 7053.37-8. However, if the les- 
see (or related party) pays California sales or use tax on the acquisition 
of the quahfied property, then the rules of Regulation 17053.37-4 shall 
apply to the acquisition and the lessee-purchaser may be entitled to claim 
the JSF Property Credit with respect to its costs of acquisition. 

EXAMPLE 1: J, a qualified taxpayer, leases five lathes which are 
qualified property from Z, which is engaged in the equipment leasing 
business, for use in J's manufacturing facility in Folsom. Assume J's 
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lease is treated as an operating lease under this regulation, and that J has 
claimed the JSF Property Credit. Nine months after J first uses the lathes, 
J exercises an option under the lease to acquire the lathes from Z for their 
fair market value. Under the rules of this regulation, and Regulation 
17053.37-8, J would be required to recapture any JSF Property Credit 
claimed by J. However, if J paid California sales or use tax on the pur- 
chase of the lathes, then J may have qualified costs on J's purchase from 
Z under the rules of Regulation 17053.37-4. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
K. a wholly owned subsidiary of J, instead purchases the lathes from Z. 
Under the rules of this regulation, since K is related to J under both Inter- 
nal Revenue Code sections 267 and 3 1 8, K' s acquisition of the lathes will 
be treated as a disposition by J of the qualified property and J will be re- 
quired to recapture the JSF Property Credit. If K continues to lease the 
lathes to J, then the rules of subsection (b)(4)(C) of this regulation shall 
apply in determining whether K will have qualified cost in the lathes 
upon which J may claim a JSF Property Credit upon K"s acquisition of 
the lathes. On the other hand, if K cancels the lease with J (assuming K 
may legally do so) and uses the lathes in a qualified activity conducted 
by K, then, assuming K has paid California sales or use tax on its acquisi- 
tion, K may have qualified costs under the rules of Regulation 
1 7053.37^ assuming K continues to use the lathes in a qualified activity 
instead of re-leasing the lathes. 

(5) Sale-Leaseback Transactions. In the case of any sale-leaseback 
transaction, the following rules shall apply: 

(A) General Rule. Except as provided in subsection (b)(5)(B) of this 
regulation, in the case of any sale-leaseback transaction in which a lessor 
does not pay California sales or use tax upon acquisition of an item of 
qualified property, the qualified cost to the lessor upon which the lessee 
would be entitled to claim the JSF Property Credit shall be zero. 

EXAMPLE: On January 15, 2001, F, a qualified taxpayer engaged in 
the business of manufacturing aircraft navigational instruments, pur- 
chases three glass grinders that are qualified property from Y, the 
manufacturer of the glass grinders. Y collects California sales tax on the 
purchase by F. On January 30, 2001 , F places the three grinders in service 
in its manufacturing facility in Crescent City. On May 1 5, 2001 , G, which 
is engaged in the equipment leasing business, purchases the three grind- 
ers from F and immediately leases them back to F. Under the rules of this 
regulation, and Regulation 17053.37-8, F would be required to recapture 
any JSF Property Credit claimed by F. In addition, since this transaction 
would not be treated as an "acquisition sale and leaseback" under Reve- 
nue and Taxation Code section 6010.65, G must pay California sales or 
use tax on G's purchase of the grinders in order for F to claim any JSF 
Property Credit under the rules of this regulation. If G delivers a resale 
certificate upon its acquisition of the grinders, so that G does not pay 
California sales or use tax upon G's acquisition of the grinders, then no 
JSF Property Credit could be claimed by F upon F"s lease of the grinders 
from G. 

(B) Acquisition Sale and Leaseback. In the case of any transaction that 
is properly treated as an "acquisition sale and leaseback" under Revenue 
and Taxation Code section 6010.65, the requirement of subsection 
(b)(2)(C) of this regulation (relating to payment of California sales or use 
tax) shall be deemed satisfied by the lessor. If a transaction is treated as 
an "acquisition sale and leaseback" under this subsection of this regula- 
tion, then the qualified cost to the lessor under subsection (b)(3)(A) of 
this regulation shall be equal to the amount upon which the lessee paid 
California sales or use tax, plus any capitalized labor costs determined 
under subsection (b)(3)(B) of this regulation. However, the rules of this 
subsection of this regulation shall only apply if, and to the extent that, the 
costs originally incurred by the lessee to acquire, construct, or recon- 
struct the qualified property were treated as qualified costs under Regula- 
tion 17053.37-4. 

EXAMPLE 1 : On December 1 , 2001 , P, a calendar year qualified tax- 
payer engaged in the business of manufacturing composite material, pur- 
chases and immediately places in service two mixing tanks that are quali- 
fied property from Z, the manufacturer of the mixing tanks. Z collects 



sales tax on the purchase by P. On January 15, 2002, R, which is engaged 
in the equipment leasing business, purchases the two mixing tanks from 
P and immediately leases them back to P. Since R's acquisition and lease- 
back occurs within 90 days of P's first functional use of the mixing tanks, 
and assuming the other requirements of Revenue and Taxation Code sec- 
tion 6010.65 are satisfied, P's sale to R and R's leaseback to P are treated 
as an "acquisition sale and leaseback" under Revenue and Taxation Code 
section 6010.65 and the rules of subsection (b)(5)(B) of this regulation 
would apply. Under the rules of this regulation, and Regulation 
17053.37-8, P would be required to recapture any JSF Property Credit 
claimed on P's 2001 Cahfomia return. However, R would be "deemed" 
to have paid California sales or use tax upon R's acquisition of the mixing 
tanks from P, and P would be entitled to claim an JSF Property Credit on 
its 2002 California return in an amount equal to R's qualified cost, as de- 
termined under subsections (b)(3)(A) and (b)(3)(B) of this regulation. 
For this purpose, R's qualified cost could not exceed P's qualified cost 
determined under Regulation 17053.37-^. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
P purchases and places the mixing tanks in service on December 1 , 2000, 
and R purchases the mixing tanks from P and immediately leases them 
back to P on January 15, 2001 . Under these facts, even though the trans- 
action would be treated as an "acquisition sale and leaseback" under Rev- 
enue and Taxation Code section 6010.65, since P's quahfied cost under 
Regulation 17053.37-4 would be equal to zero, R's qualified cost under 
this regulation would similarly be equal to zero, and thus no JSF Property 
Credit would be allowed to R. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except that 
P purchased the mixing tanks under a contract that was treated as a bind- 
ing contract under the rules in Regulation 17053.37-4. Assume further 
that 25 percent of P's total cost for the mixing tanks was actually paid 
prior to January 1 , 2001 , so that P's qualified cost for the mixing tanks 
was equal to 75 percent of the total cost of the tanks. Under these facts, 
since P's quahfied cost under Regulation 17053.37^ would be equal to 
75 percent of P's total cost for the mixing tanks, R's qualified cost under 
this regulation could not exceed the amount of P's qualified cost, irre- 
spective of the total amount paid by R to P to purchase the mixing tanks. 

(6) Lessor Reporting Requirement. In the case of any lease treated as 
an operating lease under this regulation, the lessor shall provide the les- 
see with a statement within 45 days after the close of the lessee's taxable 
year for which the JSF Property Credit is allowable to the lessee. This 
statement shall contain the amount of the lessor' s qualified cost (as calcu- 
lated under this regulation) upon which the lessee is eligible to compute 
the JSF Property Credit and the amount of such qualified cost upon which 
the lessor has paid California sales or use tax. For purposes of providing 
this statement only, if a lessor is legally obligated to remit California sales 
or use tax with respect to its acquisition of qualified property, but has not 
yet remitted such amounts solely due to timing differences between the 
lessor's California sales and use tax return filing period and the lessee's 
taxable year, then the lessor may treat the amounts upon which the 
California sales or use tax hability arises as "quahfied costs to the lessor." 
The statement required by this subsection of this regulation should not 
be filed with the lessee's tax return for the taxable year, but shall instead 
be made available to the Franchise Tax Board upon request. 

(c) Finance Leases. In the case of any leasing transaction that is treated 
as a sale under Part 1 (commencing with section 6001) of Division 2 of 
the Revenue and Taxation Code (relating to the payment and collection 
of California sales and use tax), the rules set forth in this subsection of 
this regulation shall apply. Any lease subject to the rules of this subsec- 
tion of this regulation shah be referred to in this regulation as a "finance 
lease." 

(1) In General. Under Revenue and Taxation Code section 6006, sub- 
section (g)(5), a lease of tangible personal property is generally treated 
as a sale for California sales and use tax purposes, unless the tangible per- 
sonal property is leased in substantially the same form as acquired by the 
lessor or leased in substantially the same form as acquired by the transfer- 
or and the lessor or transferor has paid sales tax reimbursement or has 
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paid use tax measured by the purchase price of the property. If the lease 
is not treated as a sale under Revenue and Taxation Code section 6006, 
subsection (g)(5). then the rules of subsection (b) of this regulation apply. 

(2) Applicable Requirements. In the case of a finance lease, the follow- 
ing requirements must be satisfied in order for the lessee to claim the JSF 
Property Credit. 

(A) Lessee Must Be a Qualified Taxpayer. Tlie requirement under 
Regulation 1 7053.37-3 that the user of the qualified property must be a 
qualified taxpayer shall be applied to the lessee and not to the lessor. 

(B) Use of Property in Qualified Activities. The requirement under 
subsection (b)(4) of Regulation 17053.37-5 that property be used in 
qualified activities in order to be treated as qualified property shall be ap- 
plied to the lessee and not the lessor with respect to the property that is 
the subject of a finance lease. 

(C) Sales or Use Tax Payment Requirement. Except as provided in 
subsection (d) of Regulation 17053.37^ (relating to capitalized labor), 
either the lessor or the qualified taxpayer must pay California sales tax 
reimbursement or California use tax on the lessee's purchase of the quali- 
fied property in order for the JSF Property Credit to be allowed to the les- 
see. In the case of an "occasional sale" under Revenue and Taxation Code 
section 6006.5, the lessee may satisfy the requirement of this subsection 
of this regulation by remitting the California sales or use tax on the les- 
see's purchase of the qualified property (assuming that under California 
sales and use tax law the lessor does not have a legal obligation to remit 
such amounts). 

(D) Qualified Costs. The requirement that costs, in order to be treated 
as qualified costs, must be paid or incurred for the "constaiction, recon- 
struction, or acquisition" of qualified property shall be applied by substi- 
tuting the term "purcha.se" for the term "construction, reconstruction, or 
acquisition." Since under general income tax principles a finance lease 
is treated as a purchase, the lessee's "lease rental payments" are treated 
as payments of the purchase price of the qualified property and would 
thus satisfy the "purchase" requirement. However, the lessee under such 
a lease would be obligated to pay California sales or use tax at the time 
the lease became effective, so that the lessee would be allowed the entire 
JSF Property Credit on such lease in the year the lease became effective. 
On the other hand, if a lease is not properly treated as a finance lease un- 
der general income tax principles, then the "purchase" requirement 
would not be satisfied. 

(E) Chargeable to Capital Account. The requirement that costs, in or- 
der to be treated as qualified costs, must be properly chargeable to the 
capital account of the qualified taxpayer shall apply to the lessee's lease 
rental payments. 

(3) Amount of JSF Property Credit Lessee May Claim. In general, a 
lessee under a finance lease is entitled to claim the JSF Property Credit 
at the same time and in the same amount as if such lessee had instead 
constructed, reconstructed, or acquired the qualified property other than 
by lease. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.37, Revenue and Taxation Code. 

History 

1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§17053.37-7. JSF Contract Bidding. 

JSF Contract Bidding — (See Regulation 17053.37-0 for Table of 
Contents.) 

(a) In General. The JSF Property Credit shall not be allowed unless the 
credit is reflected within the bid that forms the basis for the qualified tax- 
payer's contract or subcontract to manufacture property for ultimate use 
in a Joint Strike Fighter. 

(b) Bid. For purposes of this regulation, the term "bid" shall mean a 
written bid or offer to perform a contract to produce a product that is de- 
signed to be physically attached to or installed in a Joint Strike Fighter 
in response to a request for bids to construct all or a portion of the Joint 
Strike Fighter Aircraft. The bid shali be submitted in a competitive pro- 
cess where the contract will be awarded to the lowest possible bidder or 
as otherwise indicated in the conditions under which the bids will be re- 



ceived and the contract awarded. Where the scope of work, request for 
proposal or relationship of the contracting parties is such that only a 
single party will be submitting a proposal or contract to construct all or 
a portion of the Joint Strike Fighter, the term "bid" shall include the pro- 
posal submitted or contract ultimately executed. 

(c) JSF Property Credit Reflected Within the Bid. For purposes of this 
regulation, the term "reflected within the bid" shall mean: 

( 1 ) the bid that forms the basis of the contact or subcontract is reduced 
by the amount of the JSF Property Credit allowable, and 

(2) the amount of the JSF Property Credit allowable is included on the 
face of the bid or an attachment to the bid that forms the basis of the con- 
tract or subcontract. 

The JSF Property Credit allowable shall be a lump sum number re- 
tlected on the contract or subcontract and the aggregate credit allowable 
over the term of the contract or subcontract is not required to be calcu- 
lated on the basis of the year in which the credit amount is expected to 
be claimed. 

EXAMPLE 1 : X, a qualified taxpayer, submits a bid to the prime con- 
tractor in the amount of $90 to manufacture retractable landing gear for 
the Joint Strike Fighter. The bid price without the JSF Property Credit 
would have been $100. The bid form includes an attachment that states 
the JSF Property Credit allowable for the subcontract is $10 ($100 con- 
tract price less JSF Property Credit in the amount of $10, for a reduced 
contract price of $90). X is the successful bidder on the retractable land- 
ing gear and thereafter is awarded the contract to produce the part for the 
Joint Strike Fighter. X and the prime contractor execute a contract in the 
amount of $90. Under these facts, the $10 JSF Property Credit amount 
is reflected within the bid that forms the basis for X's subcontract to 
manufacture property for ultimate use in a Joint Strike Fighter and X may 
claim the $ 10 JSF Property Credit if all of the other requirements of Reve- 
nue and Taxation Code section 17053.37 and this regulation are met. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
the bid form reflects a price of $ 1 00. In this circumstance, X is not eligible 
to claim the credit because X has not reduced the amount of the bid by 
the amount of the JSF Property Credit allowable. 

EXAMPLE 3: Assume the same facts as in Example 1, except that the 
bid-form reflects a price of $90, but the bid form does not contain an at- 
tachment showing the amount of the JSF Property Credit allowable. In 
this circumstance, X is not eligible to claim the credit because even 
though the bid amount has been reduced by the amount of the credit al- 
lowable, the amount of the credit allowable is not included on the face 
of the bid or in an attachment to the bid. 

EXAMPLE 4: Assume the same facts as in EXAMPLE 1, except that 
the scope of the project changes after the bid is submitted and X and the 
prime contractor execute a contract in the amount of $120, reflecting an 
increase of $30 dollars in the original bid amount. In this circumstance, 
the cost for the expanded scope of the contract was added to the original 
bid amount. As a result, X would only be allowed to claim a $10 JSF 
Property Credit since that amount was reflected within the original bid. 

EXAMPLE 5: X, a qualified taxpayer, is the prime contractor awarded 
the initial contract from the United States government for the Engineer- 
ing and Manufacturing Development Phase of the Joint Strike Fighter 
Program. X does not include any amount for the Joint Strike Fighter cred- 
it in its bid for the Engineering and Manufacturing Development Phase 
accepted by the United States government. Under these facts, X is not 
able to claim the JSF Property Credit since the credit amount was not re- 
flected within the bid that formed the basis for the initial contract for the 
Engineering and Manufacturing Development Phase. 

EXAMPLE 6: Assume the same facts as in Example 5, and Y responds 
to a request from X and submits a bid to subcontract a portion of the scope 
of the work covered in the Engineering and Manufacturing Development 
Phase of the Joint Strike Fighter Program. The bid form includes an at- 
tachment that shows the JSF Property Credit allowable for the subcon- 
tract is $10 ($100 contract price \ess JSF Property Credit in the amount 
of $10 for a reduced contract price of $90). Y is the successful bidder on 
that portion of the scope of the work and thereafter is awarded the con- 
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tract to produce the part for the Joint Strike Fighter. X and Y execute a 
contract in the amount of $90. Under these facts, the $10 JSF Property 
Credit amount is reflected within the bid that forms the basis for Y's sub- 
contract to manufacture property for ultimate use in a Joint Strike Fight- 
er. Even though X, the prime contractor, did not reduce its bid for the 
prime contract and is not eligible to claim the JSF Property Credit, Y' s 
bid met the bidding requirements for claiming the credit and Y may claim 
the $10 JSF Property Credit if all of the other requirements of Section 
17053.37 of the Revenue and Taxation code and this regulation are met. 
(3) With respect to a contract to construct all or a portion of the Joint 
Strike Fighter that is executed on a "cost plus" basis, the term "reflected 
within the bid" shall mean that (1) California income or franchise taxes 
are treated as an item of cost to be reimbursed under the terms of the con- 
tract, (2) the cost plus contract, or an attachment to the contract, contains 
a calculation showing the amount of the JSF Property Credit allowable, 
and (3) the California income or franchise taxes reimbursed under the 
contract reflect the reduction for the amount of the JSF Property Credit 
allowable. 

(d) JSF Property Credit Allowable. For purposes of this regulation, the 
term "credit allowable" shall mean at the time the bid for the initial con- 
tract or subcontract is submitted, the amount of the credit the qualified 
taxpayer expects to claim as a result of qualified activities in connection 
with the contract or subcontract. The amount of the JSF Property Credit 
allowed to any qualified taxpayer under Revenue and Taxation Code sec- 
tion 17053.37 and these regulations shall not exceed the lesser of the 
credit amount reflected within the bid of the qualified taxpayer or the 
credit allowed for actual amounts paid or incurred by the qualified tax- 
payer. 

EXAMPLE: Y, a quaUfied taxpayer, submits a bid to the prime con- 
tractor to manufacture the cockpit canopy for the Joint Strike Fighter. 
The bid form includes an attachment that shows the JSF Property Credit 
allowable for the subcontract is $ 1 ($ 1 00 contract price less JSF Proper- 
ty Credit in the amount of $10 for a reduced contract price of $90). X is 
the successful bidder on the cockpit canopy and thereafter is awarded the 
contract to produce this part for the Joint Strike Fighter. X and the prime 
contractor execute a contract in the amount of $90. Thereafter, Y"s costs 
to produce the cockpit canopy increase by 10% and Y determines that its 
actual qualified costs would result in a JSF Property Credit in the amount 
of $1 1. In this circumstance, even though Y's qualified costs have in- 
creased, Y is only able to claim a JSF Property Credit in the amount of 
$10 since that is the amount of the credit allowable that was reflected 
within Y's bid. 

(e) Pass-Through Entities. For purposes of this regulation: 

( 1 ) The amount of the JSF Property Credit allowable reflected on a bid 
submitted by a partnership or an S corporation shall be the amount of the 
JSF Property Credit expected to be passed through the partnership to the 
partners or through the S corporation to the shareholders in accordance 
with the applicable provisions of Part 10 (commencing with section 
17001) of the Revenue and Taxation Code. 

EXAMPLE: Z, a qualified taxpayer, submits a bid to the prime con- 
tractor to manufacture a portion of the hydraulic system for the Joint 
Strike Fighter. Z calculates the total allowable JSF Property Credit to be 
$75. Z has a valid S corporation election in effect for California tax pur- 
poses. Under Revenue and Taxation Code section 23803, subsection 
(a)(1)(A), Z's JSF Property Credit is limited to one-third of the amount 
of the credit otherwise allowable ($25). However, the amount of the JSF 
Property Credit that is expected to be passed through to Z's shareholders 
is $75 and Z must reflect the $75 reduced credit amount on the bid sub- 
mitted to the prime contractor as provided in this regulation. 

(0 Copies Provided to Franchise Tax Board. The qualified taxpayer 
shall provide, upon request of the Franchise Tax Board, a copy of any bid 
that forms the basis for a contract or subcontract to manufacture property 
for ultimate use in a Joint Strike Fighter. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.37, Revenue and Taxation Code. 



History 

1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§17053.37-8. Recapture Rules. 

Recapture Rules — (See Regulation 17053.37-0 for Table of Con- 
tents.) 

(a) In General. The JSF Property Credit shall not be allowed or shall 
be recaptured under the Riles of this regulation in any case where a dis- 
position occurs within one year or less of the date the qualified property 
is first placed in service in this state. 

(b) Disposition. For purposes of this regulation, the term "disposition" 
shall include any of the following events: 

(1 ) Removal of the qualified property from this state; 

(2) Disposition of the qualified property to any party that is not a re- 
lated party (as defined in Internal Revenue Code sections 267, 318 or 
707), whether by sale, gift, a transfer upon the foreclosure of a security 
interest, or otherwise; 

(3) Use of the qualified property by the qualified taxpayer primarily 
in any non-qualified activity; or 

(4) Acquisition by a lessee (or any party related to the lessee under In- 
ternal Revenue Code sections 267 or 3 1 8) of quaUfied property that is be- 
ing leased by such lessee. 

However, the term "disposition" shall not include any of the following 
events: 

(A) a mere transfer of legal title to a creditor upon creation of a security 
interest; 

(B) a transfer by a qualified taxpayer of legal title to qualified property 
to a lessor where the lessor is not treated as the tax owner of such property 
and the lease is properly characterized as a financing transaction under 
California income tax principles; 

(C) any election by a C corporation to become an S corporation; or 

(D) any destrucfion of qualified property which qualifies as an invol- 
untary conversion under Internal Revenue Code secdon 1033. 

(c) Disposition of Qualified Property During the Taxable Year Placed 
in Service. In any case where there is a disposition of qualified property 
during the same taxable year in which such qualified property is first 
placed in service in this state, no JSF Property Credit shall be allowed to 
the qualified taxpayer for that property for the taxable year in which the 
qualified property is placed in service. 

EXAMPLE: H, a qualified taxpayer, files its California tax returns us- 
ing a fiscal year ending on September 30th. On March 1, 2001, H pays 
$700 (plus California sales tax) for 10 personal computers and immedi- 
ately places the computers in service in H's manufacturing facility in 
Burbank. On September 1, 2001, H acquires 10 new computers (which 
are immediately placed in service in H's manufacturing facility) for $800 
(plus California sales tax) to replace the 10 computers already in service, 
and H instead uses the old computers to perform general administrative 
functions such as payroll and marketing. Under these facts, when H files 
its California tax return for its taxable year ending September 30, 2001, 
H is not entitled to claim the JSF Property Credit for the 10 personal com- 
puters acquired on March 1 , 2001, because the computers are treated as 
having been disposed of during the same taxable year as they were placed 
in service as a result of H's use of these computers in an activity that is 
not a qualified activity. However, the 1 new computers acquired on Sep- 
tember 1, 2001, may qualify for the JSF Property Credit for H's taxable 
year ending September 30, 2001. 

(d) DisposiUon of Qualified Property During a Taxable Year Subse- 
quent to the Taxable Year Placed in Service. In any case where there is 
a disposifion of qualified property within one year of the date that such 
qualified property is first placed in service in this state, but such disposi- 
tion occurs in a different taxable year than the year in which the qualified 
property is placed in service in this state, then any JSF Property Credit 
that was allowed with respect to the qualified property shall be recaptured 
by adding the recaptured JSF Property Credit to the tax of the qualified 
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taxpayer for the taxable year during which the disposition occurs (except 
as provided in subsection (e) of this regulation). 

EXAMPLE: F, a qualified taxpayer, files its California tax returns us- 
ing a fiscal year ending on September 30th. On August 15, 2001, F ac- 
quires 20 new computers for $600 (plus California sales tax) and immedi- 
ately places the computers in service in H's manufacturing facility in 
Glendora. On May 15, 2002, F removes the 20 computers from F's 
manufacturing facility in Glendora and transports them for use in F's 
New Mexico manufacturing facility. Assuming F had been allowed a JSF 
Property Credit on its taxable year ending September 30, 2001, Califor- 
nia tax return for the computers acquired on August 1 5, 200 1 , F must re- 
capture the entire JSF Property Credit allowed by adding such amount to 
F's tax for its taxable year ending September 30, 2002. 

(e) Adjustment of Carryforwards when Disposition Occurs. In any 
case where a qualified taxpayer is required to recapture any previously 
allowed JSF Property Credit under the rules of this regulation, then, prior 
to the addition of any recaptured amounts to the tax under subsection (d) 
of this regulation, any outstanding JSF Property Credit carryforwards 
shall first be reduced to the extent necessary to fully absorb the recapture 
amount. Any recapture amount remaining after application of the preced- 
ing sentence shall be added to the tax under the rules of subsection (d) of 
this regulation. 

EXAMPLE 1: On May I, 2002, within one year of placing qualified 
property in service in this state, K disposes of qualified property for 
which a $150 JSF Property Credit was previously allowed. Under the 
rules of this regulation, K is required to recapture the entire $150 JSF 
Property Credit. Assume K had $400 in JSF Property Credit carryfor- 
wards that were available for use in 2002. Under these facts, K would re- 
duce its available JSF Property Credit carryforwards to $250 ($400 mi- 
nus $150). Since no additional recapture amount remains, K is not 
required to increase its tax for 2002 to reflect the $ 1 50 recapture amount. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
instead of $400 in available JSF Property Credit carryforwards, K had 
only $100 in available JSF Property Credit carryforwards. Under these 
facts, K would first reduce its available JSF Property Credit carryfor- 
wards to zero, and would then increase its tax for 2002 by $50 ($150 re- 
capture amount less $100 used to reduce available JSF Property Credit 
carryforwards). 

(f) Recapture of JSF Property Credit Allowed to Pass-Through Enti- 
ties. 

(1) Partnerships and Partners. If a partnership places qualified proper- 
ty in service in this state, claims the JSF Property Credit to the extent of 
the qualified costs paid or incurred, and thereafter removes the qualified 
property from this state, disposes of the qualified property to an unrelated 
party, or primarily uses the property for a purpose not qualifying for the 
JSF Property Credit, then the JSF Property Credit shall be recaptured un- 
der Revenue and Taxation Code section 17053.37, subsection (g), and 
this regulation. The amount of JSF Property Credit subject to recapture 
shall be allocated among the partners in the same ratio that the JSF Prop- 
erty Credit was allocable to each partner for the qualified property subject 
to the recapture, and shall be added to the "tax" of the partner for the tax- 
able year in which the qualified property is disposed of, removed from 
this state, or put to a non-qualifying use. 

EXAMPLE 1 : Assume that C and D are equal partners of M, a partner- 
ship that is a quahfied taxpayer. During M's taxable year beginning in 
200 1 , M is allowed a total JSF Property Credit of $ 1 00. C and D each are 
able to utilize their entire 50% share of the 2001 JSF Property Credit to 
offset their respective 200 1 tax liabilities, so that there is no JSF Property 
Credit carryover amount for either C or D. Assume further that in 2002, 
within one year of the date the qualified property was placed in service, 
M moves the qualified property to another state, thereby triggering a re- 
capture of the JSF Property Credit. C and D are required to recapture their 
distributive share of the JSF Property Credit already applied to their re- 
spective 200] tax liabiUties on their respective 2002 California tax re- 
turns by adding the recaptured JSF Property Credit amounts to their re- 
spective "tax" for 2002. 



EXAMPLE 2; Assume the same facts as in EXAMPLE 1 , except that 
C uses all of C's share of the JSF Property Credit to reduce C's 2001 tax 
liability, but D carries overall of D's JSF Property Credit to 2002. On C's 
2002 California tax return, C will be required to recapture C's share of 
the JSF Property Credit that was used to reduce C's "tax" for 2001 and 
D will be required to reduce its JSF Property Credit cairyover to zero. D 
will not be required to increase D's "tax" for 2002 by the amount of D's 
share of the JSF Property Credit because D was unable to apply the 
amount to reduce D's tax liability for 2001. 

(2) S Corporations and Shareholders. 

(A) Corporate Level Recapture. If an S corporation places quahfied 
property in service in this state, claims the JSF Property Credit to the ex- 
tent of the qualified costs paid or incurred, and thereafter removes the 
qualified property from this state, disposes of the qualified property to an 
unrelated party, or primarily uses the qualified property for a purpose not 
qualifying for the JSF, then the JSF Property Credit shall he recaptured 
under Revenue and Taxation Code section 1 7053.37, subsection (g), and 
this regulation. The amount of any JSF Property Credit recaptured by the 
S corporation shall be added to the "tax" of the S corporafion imposed 
under Chapter 4.5 of Part 1 1 of the Revenue and Taxation Code, except 
that the JSF Property Credit recapture amount added to the "tax" of the 
S corporafion shall be appropriately reduced by the amount by which the 
S corporation was required to reduce such JSF Property Credit under Part 
1 1 of the Revenue and Taxation Code. 

(B) Pass-through of JSF Property Credit Recapture Amount to Share- 
holders. In any case where a "disposifion" of qualified property by an S 
corporafion occurs, the amount of JSF Property Credit subject to recap- 
ture shall be allocated among the shareholders of the S corporation in the 
same rafio that the JSF Property Credit was allocable to each shareholder 
for the qualified property subject to the recapture, and shall be added to 
the "tax" of the shareholder for the taxable year in which the qualified 
property is disposed of, removed from this state, or put to a non-qualify- 
ing use. 

EXAMPLE: Assume that Q, an S corporafion with three equal share- 
holders (E, F, and G), is allowed a JSF Property Credit in 2001 that Q is 
fully able to ufilize to reduce Q's 1.5% S corporafion tax liability. As- 
sume further that E, F, and G each claims a one-third (1/3) share of the 
JSF Property Credit allowed to Q, and that each shareholder is able to uti- 
lize their enfire distribufive share of this JSF Property Credit on their re- 
specfive 2001 California tax returns. In 2002, within one year of the dale 
the qualified property was placed in service in California, Q sells the 
property to an unrelated party. Under these facts, Q, E. F, and G must each 
recapture the JSF Property Credit allowed and claimed by each on their 
respecfive 2001 California tax returns by adding such recapture amount 
to their 2002 respective California "tax" or "net tax," as the case may be. 
NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.37, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 17053.37-9. JSF Property Credit Carryforwards. 

JSF Property Credit Carryforwards — (See Regulation 17053.37-0 
for Table of Contents.) 

(a) In General. In any case where the JSF Property Credit exceeds the 
"tax," the excess may be carried forward to reduce the "tax" for the eight 
taxable years succeeding the taxable year for which the JSF Property 
Credit is allowed, if necessary, unfil the credit is exhausted. 

(b) Carryforwards for Pass-Through Enfities. In the case of any JSF 
Property Credit allowed to a pass-through entity, the determination of 
the applicable carryover period for any JSF Property Credit required to 
be carried forward shall be made at the pass-through enfity level. 

(c) Carryforwards Permitted After Sunset. For taxable years com- 
mencing on or after January 1 , 2006, any unused JSF Property Credit may 
be carried forward, as provided above, until the unused JSF Property 
Credit is exhausted. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.37, Revenue and Taxation Code. 
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History 

1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003. No. 4). 

§ 17053.37-10. Recordkeeping Requirements. 

Recordkeeping Requirements — (See Regulation 17053.37-0 for 
Table of Contents.) 

(a) In General. For purposes of Regulations 17053.37-1 through 
17053.37-1 1. inclusive, a qualified taxpayer shall be required to main- 
tain books and records that are adequate to substantiate its entitlement to 
any claimed JSF Property Credit. These books and records should be re- 
tained for as long as the statute of limitations on assessment for the tax- 
able year for which the JSF Property Credit was allowed remains open, 
and. in the case of any JSF Property Credit that is being carried forward, 
for the additional number of years that the actual carryforward of such 
JSF Property Credit occurs. 

(b) Books and Records. The books and records maintained by the qual- 
ified taxpayer should be sufficient to clearly establish all necessary facts 
which affect the allowance and amount of the JSF Property Credit. For 
this purpose, "adequate" recordkeeping depends upon the sufficiency of 
the information contained in the documentation. In many cases, the 
books and records normally maintained for Cahfomia income or fran- 
chise tax purposes will be adequate substantiation for the JSF Property 
Credit. 

EXAMPLE 1: X, a qualified taxpayer, claims a JSF Property Credit 
for the purchase of 100 computers to be used in X's manufacturing facil- 
ity in West Los Angeles. Assume the computers were purchased from a 
mail order retailer located in South Dakota. If X has only retained the 
original invoice and a cash disbursements journal, neither of which re- 
flect that California sales or use tax was paid by X, then the invoice would 
not be sufficient to establish that California sales or use tax was paid on 
the computers. However, if X has retained a copy of a timely filed 
California use tax return that clearly demonstrates that California use tax 
was paid by X with respect to the computers, then X would be treated as 
having paid or incurred qualified costs. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
X intends to use 20 of the computers for general administrative functions 
such as payroll and marketing. In addition to the records necessary to es- 
tablish that California sales or use tax was paid, X should also retain a 
copy of the purchase contract containing a detailed list of the computers 
by model number so that X can establish which of the computers are be- 
ing used in qualified activities and which are not being used in qualified 
activities. 

(c) Affidavit Regarding Sales and Use Tax. For purposes of this regu- 
lation only, in the case of any lump sum or turn key contract, the require- 
ment that California sales or use tax be paid may be established by refer- 
ence to bids, contracts or affidavits from the contractor. For purposes of 
determining whether California sales or use tax has been paid, directly 
or indirectly by the contractor, when it is not a separately stated contract 
amount, a qualified taxpayer shall be entitled to rely on a written repre- 
sentation to that effect from the contractor, and California sales or use tax 
shall be deemed to have been paid in the absence of affirmative knowl- 
edge on the part of the qualified taxpayer that California sales or use tax 
was not paid. 

(d) Written Statement by Lessor to Lessee. In the case of any leasing 
transaction described in subsection (b) of Regulation 17053.37-6 (relat- 
ing to operating leases), the lessor shall provide a statement to the lessee 
specifying the amount of the lessor's original cost of the qualified proper- 
ty upon which the lessee may claim the JSF Property Credit and the 
amount of that cost upon which California sales or use tax was paid. This 
statement must be provided to the lessee within 45 days after the close 
of the lessee's taxable year for which the JSF Property Credit is allowable 
to the lessee. For purposes of providing this statement only, if a lessor is 
legally obligated to remit California sales or use tax with respect to its ac- 
quisition of qualified property, but has not yet remitted such amounts 
solely due to timing differences between the lessor's California sales and 
use tax return filing period and the lessee's taxable year, then the lessor 



may treat the amounts upon which the California sales or use tax liability 
arises as "qualified costs to the lessor." This written statement should not 
be filed with any return of either the lessor or lessee, but shall instead be 
retained by the lessee and made available to the Franchise Tax Board 
upon request. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.37. Revenue and Taxation Code. 

History 

1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003. No. 4). 

§ 1 7053.37-1 1 , Miscellaneous Provisions. 

Miscellaneous Provisions — (See Regulation 1 7053.37-0 forTable of 
Contents.) 

(a) Effective Dates of the JSF Property Credit. The JSF Property Credit 
shall cease to be effective on December 1 . 2006; however, any unused 
credit may be carried forward, as provided in Revenue and Taxation 
Code section 17053.37, subsection (g), and Regularion 17053.37-9. 

(b) Manufacturers' Investment Credit (MIC). Under Revenue and 
Taxation Code section 17053.37. in any case where a credit would be al- 
lowed for qualified property under both that provision and the Manufac- 
turers' Investment Credit (MIC) provided in Revenue and Taxation Code 
section 17053.49, a qualified taxpayer may claim either the MIC credit 
or the JSF Property Credit. Thus, a quahfied taxpayer may not claim both 
the JSF Property Credit and the MIC for the costs of the same qualified 
property. 

(c) Enterprise Zone Sales or Use Tax Credit. Under Revenue and 
Taxation Code sections 1 7053.37 and 17053.70, a quahfied taxpayer that 
also operates in an Enterprise Zone may claim both the JSF Property 
Credit and the Enterprise Zone sales or use tax credit on the same item 
of qualified property to the extent that all of the requirements of each of 
those sections are satisfied. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.37, Revenue and Taxation Code. 

HtSTORY 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§17053.49-0. Table of Contents. 

Regulation SecUons 17053.49-1 Through 17053.49-11 
§ 17053.49-L The Manufacturers' Investment Credit (MIC) 

(a) In General 

(b) MIC for Qualified Costs Paid or Incurred in 1 994 Must Be Claimed 
on Qualified Taxpayer's Return for First Taxable Year Beginning on or 
After January 1. 1995 

(c) Cross References 

(d) General References 

§ 17053.49-2. Definitions 

(a) Biopharmaceutical Acdvides 

(b) Capitalized Labor 

(c) Fabricating 

(d) Gross Receipts 

(e) Manufacturing 

(f) Net Assets 

(g) Other Biotechnology Acfivities 
(h) Packaging 

(i) Placed in Service 

(j) Pollution Control 

(k) Primarily 

(1) Process 

(m) Processing 

(n) Qualified Activity 

(o) Recycling 

(p) Refining 

(q) Research and Development 

(r) SIC Codes 

(s) SIC Manual 

(t) Small Business 

(u) Total MIC 
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§ 17053.49-3. Qualified Taxpayer 

(a) In General 

(b) Business Activities Treated as an Establishment 

( 1 ) Establishment 

A. Activities Conducted at Different Physical Locations 

B. Activities Conducted at a Single Physical Location 

(2) Auxiliary Establishments 

A. Auxiliary Activities Conducted at a Different Physical Location 
than the Supported Establishment 

B. Auxiliary Activities Conducted at the Same Physical Location as 
the Supported Establishment 

(3) Operating Establishments 

(4) Determining Whether Employment is Significant 

(5) Activities Properly Assigned a SIC Code in an Non-Qualified Ac- 
tivity 

§ 17053.49-4. Qualified Costs 

(a) In General 

(b) California Sales and Use Payment Requirement 

(c) Capitalization Requirement 

(d) Capitalized Labor Costs 

(e) Qualified Costs Paid or Incurred Pursuant to Binding Contracts 

(1) Allocation of Costs Actually Paid Prior to January 1, 1994 

(2) Binding Contracts 

(3) Successor or Replacement Contracts 

(4) Option Contracts 

(5) Conditional Contracts 

§ 17053.49-5. Qualified Property 

(a) In General 

(b) General Requirements for Qualified Property 

(1) Tangible Personal Property 

(2) Section 1245(a) Property 

(3) Used in an Activity Described in Division D of the SIC Manual 

(4) Primarily Used in a Qualified Activity 

(c) Special Purpose Buildings and Foundations 

(1) Defined 

(2) Exclusive Use for a Qualified Purpose 

(3) Property Which is not a Special Purpose Building and Foundation 

(4) Research Facilities 

(d) Specifically Excluded Property 

( 1 ) Furniture 

(2) Facilities Used for Warehousing Purposes 

(3) Inventory 

(4) Equipment Used in the ExtracUon Process 

(5) Equipment Used to Store Finished Products 

(6) Tangible Personal Property Used in Administration, General Man- 
agement, or Marketing 

(7) Property for Which the California Low-Emission Vehicle Credit 
is Claimed 

(e) Movement of Used Property Into This State 

(0 Property Used to Refine Reformulated or Oxygenated Gasoline 
§ 17053.49-6. Leasing 

(a) In General 

(1) Lessor Not Endtled to MIC 
2) Binding Contract Rules Applicable to Leases 
(3) Special Rule Applicable to All Leasing Transactions — "Placed in 
Service" 

(b) Operating Leases 

( 1 ) In General 

(2) Applicable Requirements 

A. Lessee Must Be a Qualified Taxpayer 

B. Use of Property in a Qualified Activity 

C. Sales or Use Tax Payment Requirement 

D. Qualified Costs 

E. Chargeable to Capital Account 

(3) Amount of MIC Lessee May Claim 
A. Qualified Cost to Lessor 



B. Exception For Capitalized Labor 

(4) Special Rules for Operating Leases 

A. Transitional Election 

B. Limitation on Qualified Costs 

C. Reduction in Qualified Cost to Lessor 

D. Qualified Cost to Successor Lessor 

E. Acquisition by Lessee of Leased Property 

(5) Sale-Leaseback Transactions 

A. General Rule 

B. Acquisition Sale and Leaseback 

(6) Lessor Reporting Requirement 
(c) Finance Leases 

( 1 ) In General 

(2) Applicable Requirements 

A. Lessee Must Be a Qualified Taxpayer 

B. Use of Properly in a Qualified Activity 

C. Sales or Use Tax Payment Requirement 

D. Quafified Costs 

E. Chargeable to Capital Account 

(3) Amount of MIC Lessee May Claim 
§ 17053.49-7. Reserved 

§ 17053.49-8. Recapture Rules 

(a) In General 

(b) Disposition 

(c) Disposition of Qualified Property During the Taxable Year Placed 
in Service 

(d) Disposifion of Qualified Property During a Taxable Year Subse- 
quent to the Taxable Year Placed In Service 

(e) Adjust of Carryforwards when Disposition Occurs 

(f) Recapture of MIC Allowed to Pass-Through Entities 

( 1 ) Partnerships and Partners 

(2) S Corporations and Shareholders 

A. Corporate Level Recapture 

B. Pass-through of MIC Recapture to Shareholders 

(g) Recapture of MIC Allowed in 1 994 or 1 995 But Deferred Until Qu- 
alified Taxpayer's First Taxable Year Beginning on or after January 1, 
1995 

§ 17053.49-9 MIC. Carryforwards 

(a) In General 

(b) Small Business Determination Made as of the Last Day of the Tax- 
able Year for Which the MIC is Allowed 

(c) Special Rule for MIC Allowed in 1 994 or 1995 But Deferred Until 
Qualified Taxpayer's First Taxable Year Begirming on or after January 
1, 1995 

(d) Small Business 

(e) Carryforwards for Pass-Through Entities 

(f) Carryforwards Permitted After Sunset 

§ 17053.49-10. Recordkeeping Requirements 

(a) In General 

(b) Books and Records 

(c) Affidavit Regarding Sales and Use Tax 

(d) Written Statement by Lessor to Lessee 
§ 17053.49-11. Miscellaneous Provisions 

(a) Operative Dates of the MIC 

(b) Los Angeles Revitalization Zone (LARZ) Credits 

(c) Election to Claim Sales and Use Tax Refund in lieu of MIC under 
Revenue and Taxation Code Section 6902.2 

(d) Sales and Use Tax Exemption under Revenue and Taxation Code 
Section 6377 

(e) Special Rule Applicable for Fiscal Year Taxpayers 

NOTE: Authority Cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.49, Revenue and Taxation Code. 

History 

L New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 
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2. Change without regulatory effect amending table of contents for section 
17053.49-2 filed 8-14-97 pursuant to section 100, title 1, California Code of 
Regulations (Register 97, No. 33). 



§ 17053.49-1. The Manufacturers' Investment Credit. 

(See Regulation Section 17053.49-0 for Table of Contents.) 

(a) III General. The Manufacturers' Investment Credit (MIC) is al- 
lowed to any qualified taxpayer in an amount equal to six percent (6%) 
of any qualified costs paid or incurred on or after January 1, 1994, for qu- 
alified property that is placed in service in this state. A qualified taxpayer 
who leases qualified properly for use in a qualified activity of the quali- 
fied taxpayer may also claim the MIC. Qualified property may be either 
new or used and must be placed in service in this state and used by a quali- 
fied taxpayer in a qualified activity for more than one year to avoid recap- 
ture of the MIC. The basis of any qualified property for which the MIC 
is claimed is not required to be reduced by the amount of any MIC 
claimed. 

(b) MIC for Qualified Costs Paid or Incurred in 1 994 Must Be Claimed 
on Qualified Taxpayer's Return for First Taxable Year Beginning on or 
After January I, 1995. In the case of any qualified costs paid or incurred 
on or after January 1 , 1 994, and prior to the first taxable year of the quali- 
fied taxpayer beginning on or after January 1, 1995. the MIC shall be 
treated as having been allowed as of the date the qualified property is 
placed in service in this state but shall not be claimed by the qualified tax- 
payer until the qualified taxpayer files its California tax return for its first 
taxable year beginning on or after January 1, 1995. No MIC shall be 
claimed on any return filed for any taxable year commencing prior to the 
qualified taxpayer's first taxable year beginning on or after January 1, 
1 995. Fiscal year taxpayers who paid or incurred qualified costs on or af- 
ter January 1. 1994, andduring the qualified taxpayer's taxable year be- 
ginning in 1993, shall treat any such taxable year 1993 qualified costs as 
1994 qualified costs to be claimed on the qualified taxpayer's 1995 tax- 
able year return. 

(c) Cross References. Regulation 17053.49-2 contains definitions 
applicable to Regulations 17053.49-1 through 17053.49-1 1, inclusive. 
Regulation 17053.49-3 contains rules relating to qualified taxpayers, 
Regulation 1 7053.49^ contains rules relating to qualified costs. Regula- 
tion 1 7053.49-5 contains rules relating to qualified property. Regulation 
17053.49-6 contains rules applicable to leases of qualified property by 
qualified taxpayers. Regulation 17053.49-7 is reserved. Regulation 
17053.49-8 contains recapture rules, Regulation 17053.49-9 contains 
rules relafing to carryforwards. Regulation 17053.49-10 contains gener- 
al recordkeeping requirements, and Regulation 17053.49-11 contains 
other miscellaneous provisions. For rules relating to the MIC allowed to 
taxpayers under the Bank and Corporation Tax Law, see Revenue and 
Taxation Code Section 23649 and the regulations thereunder. 

(d) General References. For purposes of Regulations 17053.49-1 
through 17053.49-11, inclusive, the following general references shall 
apply: 

( 1 ) All citations to the Revenue and Taxation Code are to the Califor- 
nia Revenue and Taxation Code. 

(2) All citations to the Internal Revenue Code are to the Internal Reve- 
nue Code of 1986. 

(3) The credits provided for in Revenue and Taxation Code Sections 
17053.49 and 23649 shall be collectively referred to as the "Manufactur- 
ers' Investment Credit" or the "MIC." 

(4) Any reference to a taxpayer's taxable year shall mean the taxable 
year as defined in Revenue and Taxation Code Section 17010. 



(5) Any reference to sales or use tax shall mean California sales or use 
tax imposed under Part 1 (commencing with Section 6001) of Division 
2 of the Revenue and Taxation Code. Any discussion of California sales 
and use tax law in Regulations 17053.49-1 through 17053.49-1 1. inclu- 
sive, is based upon such law as in effect on the date these regulations be- 
came effecfive, and is generally intended to restate the requirements set 
forth in Revenue and Taxation Code Section 1 7053.49 and to be illustra- 
five of, but have no effect on, the California sales and use tax law and the 
regulations thereunder. All examples wliich contain references to an 
amount of California sales or use tax shall be at an assumed hypothetical 
sales or use tax rate of eight percent (8%). 

(6) Any reference to "Division D of the SIC Manual" shall mean that 
portion of the SIC Manual which includes Codes 201 1 through 3999, in- 
clusive. 

NOTE: Authority cited: Section 19303, Revenue and Taxation Code. Reference: 
Section 17053.49. Revenue and Taxation Code. 

History 

1. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 

2. Change without regulatory effect amending subsection (d)(6) filed 8-14-97 
pursuant to section 100, title 1 , California Code of Regulations (Register97, No. 
33). 

§17053.49-2. Definitions. 

(See Regulation Section 17053.49-0 for Table of Contents.) 
Forpurposes of Regulations 17053.49-1 through 17053.49-1 1, inclu- 
sive, the following definitions shall apply: 

(a) Biophamiaceutical Activities. The term "biopharmaceutical activi- 
des" shall mean those activities, including research, development, pro- 
duction, or provision of biotechnology, which use organisms or materials 
derived from organisms, and their cellular, subcellular or molecular com- 
ponents, in order to provide pharmaceutical products or processes for hu- 
man or animal therapeutics, diagnosUcs, medical, pharmaceutical, nutri- 
fional, or other health-related purposes. Biopharmaceutical acfivities use 
recombinant DNA technology and living organisms to make commercial 
products, as opposed to pharmaceutical activities which make use of 
chemical compounds to produce commercial products. 

(b) Capitalized Labor. The term "capitalized labor" shall mean all di- 
rect costs of labor that can be identified or associated with and are proper- 
ly allocable to the construction, modification, or installation of specific 
items of qualified property. For this purpose, labor encompasses full- 
time and part-time employees, as well as contract employees and inde- 
pendent contractors. 

(1) Direct labor costs shall include all elements of compensation, such 
as basic compensation, overtime pay, vacation pay, holiday pay, sick 
leave pay (other than payments pursuant to a wage continuation plan un- 
der Internal Revenue Code Section 105(d) as it existed prior to its repeal 
in 1983), shift differential, payroll taxes, and payments to a supplemental 
unemployment benefit plan, but shall not include any indirect labor costs. 

(2) Indirect labor costs are costs that cannot be identified or associated 
with the construction, modification, or installation of specific items of 
qualified property. Indirect labor costs include, but are not limited to, 
training costs, officers' compensation, pension and other related costs, 
and employee benefit expenses (including payments pursuant to a wage 
confinuation plan under Internal Revenue Code Section 105(d) as it ex- 
isted prior to its repeal in 1983). 

(3) In determining whether direct costs of labor are properly allocable 
to the construction, modification, or installation of a specific item of qu- 
alified property, the qualified taxpayer shall be required to use the same 
method of allocation that is required to be used by the qualified taxpayer 
for California income tax purposes under the uniform capitalization allo- 
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caLion rules specified in Treasury Regulation Section 1 .263A-1 (as in ef- 
fect on the date Regulation 17053.49-2 is effective). 

(c) Fabricating. The term "fabricating" shall mean the process of mak- 
ing, building, creating, producing, or assembling components or proper- 
ty to work or be useable in a new or different manner. 

(d) Gross Receipts. The term "gross receipts'" shall mean gross in- 
come, as defined in Revenue and Taxation Code Section 2427 1 , plus cost 
of goods sold. 

(e) Manufacturing. The term "manufacturing" shall mean the process 
of converting or conditioning property by changing the form, composi- 
tion, quality, or character of the property for ultimate sale at retail or for 
use in the manufacturing of a product to be ultimately sold at retail, and 
includes any improvements to tangible personal property that result in a 
greater service life or greater functionality than that of the original prop- 
erty. Tangible personal property shall be treated as having a greater ser- 
vice life if such property can be used for a longer period than such proper- 
ty could have been used prior to the conversion or conditioning of such 
property. Tangible personal property shall be treated as having greater 
functionality if it has been improved in such a manner that it can be used 
to perform new or different functions. 

(f) Net Assets. The term "net assets" shall mean total assets less total 
liabilities, as determined for California income tax purposes. 

(g) Other Biotechnology Activities. The term "other biotechnology ac- 
tivities" shall mean activities consisting of the application of recombi- 
nant DN A technology to produce commercial products, as well as activi- 
ties regarding pharmaceutical delivery systems designed to provide a 
measure of control over the rate, duration, and site of pharmaceutical de- 
livery. 

(h) Packaging. The term "packaging" shall mean to wrap, seal, box, 
or put together as a unit, but shall include only that portion of any wrap- 
ping, sealing, boxing, or putting together as a unit that is necessary to pre- 
pare the goods for delivery to and placement in the qualified taxpayer's 
finished goods inventory, or to prepare the goods so that they are suitable 
for delivery to and placement in finished goods inventory. Additional 
wrapping, sealing, boxing, or putting together as a unit, such as any wrap- 
ping, sealing, boxing, or putting together as a unit that is necessary to con- 
solidate the finished goods prior to shipping or to protect them during 
transportation, shall not be treated as packaging. 

(i) Placed in Service. The term "placed in service" shall mean the earli- 
est taxable year in which either of the following occurs: 

(1) under the depreciation method used by the qualified taxpayer for 
California tax purposes, the period for depreciation with respect to the 
qualified property commences; or 

(2) the qualified property is placed in a condition or state of readiness 
and availability for a specifically assigned function. 

If qualified property meets the conditions of subsection (i)(2) of this 
regulation in any taxable year, it shall be considered placed in service in 
such year, notwithstanding that the period for depreciation with respect 
to the quahfied property begins in a succeeding taxable year. For exam- 
ple, if under the qualified taxpayer's California depreciation practice 
such qualified property is accounted for in a multiple asset account and 
depreciation is computed under an averaging convention, or depreciation 
is computed under the completed contract method, the unit of production 
method, or the retirement method, then the qualified property is treated 
as in a condition or state of readiness and availability for a specifically 
assigned function. Specific examples where qualified property shall be 
considered in a condition or state of readiness and available for a specifi- 
cally assigned function include (A) parts that are acquired and set aside 
during the taxable year for use as replacements for a particular item or 
items of qualified property in order to avoid operational time loss, (B) op- 
erational items of qualified property that are acquired for a specifically 
assigned function during the taxable year where it is not practicable to use 
such item of qualified property for its specifically assigned function in 
the qualified taxpayer's business until the following taxable year, and (c) 
qualified property acquired for a specifically assigned function that is op- 



erational but is still undergoing testing to eliminate any defects. Materials 
and parts acquired to be used in the construcfion of an item of qualified 
property shall not be considered in a condition or state of readiness and 
availability for a specifically assigned function. 

(j) Pollution Control. The term "polluUon control" shall mean any ac- 
tivity that results in tiie abatement, reducfion, or control of water, land, 
or atmospheric pollution or contamination by removing, altering, dispos- 
ing, storing, or preventing the creation or emission of pollutants, contam- 
inants, wastes, or heal, but only to the extent that such activity meets or 
exceeds standards established by this state or by any local or regional 
governmental agency within this state. 

(k) Primarily. The term "primarily" shall mean that property is used 
50 percent or more of the time in any qualified activity. For purpo.ses of 
the preceding sentence, the term "time" shall mean the total number of 
hours that the property is actually in use during the 1 2-month period im- 
mediately following the date the property is placed in service in this state. 
For example, if an item of property is used by a qualified taxpayer for a 
total of 100 hours for all uses during the 12-month period immediately 
following the date the property is placed in service in this state, then "pri- 
marily" used in a qualified activity means at least 50 hours of the proper- 
ty's use is in a qualified activity. 

(/) Process. The term "process" shall mean the period beginning at the 
point at which any raw materials are received by the qualified taxpayer 
and introduced into the manufacturing, processing, refining, fabricating, 
or recycling activity of the qualified taxpayer and ending at the point at 
which the manufacturing, processing, refining, fabricating, or recycling 
activity of the qualified taxpayer has altered tangible personal property 
to its completed form, including packaging, if required. Raw materials 
will be considered to have been introduced into the process when the raw 
materials are stored on the same premises where the qualified taxpayer's 
manufacturing, processing, refining, fabricating, or recycling activity is 
conducted. Raw materials that are stored on premises other than where 
the qualified taxpayer's manufacturing, processing, refining, fabricat- 
ing, or recycling activity is conducted, shall not be considered to have 
been introduced into the manufacturing, processing, refining, fabricat- 
ing, or recycling process. 

(m) Processing. The term "processing" shall mean the process of 
physically applying the materials and labor necessary to modify or 
change the characterisUcs of property. 

(n) Qualified Activity. The term "qualified activity" shall mean an ac- 
tivity engaged in by a qualified taxpayer that involves manufacturing, 
processing, refining, fabricating, recycling, research and development, 
or pollution control, and shall also include the maintenance, repairing, 
measuring, or testing of any qualified property. 

(0) Recycling. The term "recycling" shall mean the process of modify- 
ing, changing, or altering the physical properties of manufacturing, pro- 
cessing, refining, fabricating, secondary or postconsumer waste which 
results in the reduction, avoidance or elimination of the generation of 
waste, but shall not include transportafion, baling, shredding, grinding, 
compressing, or any other activity that does not otherwise change the 
physical properties of any such waste. Recycling includes, but is not lim- 
ited to, each of the following: 

( 1 ) Any "input change," which shall mean any change in the raw mate- 
rials or feedstocks used in any process for the purpose of reducing, avoid- 
ing, or eliminating the generation of hazardous waste. 

(2) Any "operational improvement," which shall mean improved site 
management for the purpose of reducing, avoiding, or eliminating the 
generation of hazardous waste. 

(3) Any "producuon process change," which shall mean any change 
in the process, method or technique which is used to produce a product 
or a desired result, including the return of materials or their components 
for reuse within any existing process or operation, for the purpose of re- 
ducing, avoiding, or eliminating the generation of hazardous waste. 

(4) Any "product reformulation," which shall mean changes in design, 
composition, or specifications of an end product, including product sub- 
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siitution, for the purpose of reducing, avoiding, or eliminating the gener- 
ation of hazardous waste. 

(p) Refining. The term "refining" shall mean the process of converting 
a natural resource to an intermediate or finished product, but shall not in- 
clude any transportation, storage, conveyance or piping of the natural re- 
sources prior to commencement of the refining process, or any other acti- 
vities which are not part of the process of converting the natural resource 
into the intermediate or finished product. 

(q) Research and Development. The term "research and development" 
shall mean those activities that are described in Internal Revenue Code 
Section 174 or in any regulations thereunder. Research and development 
shall include activities intended to discover information that would elim- 
inate uncertainty concerning the development or improvement of a prod- 
uct. For this purpose, uncertainty exists if the information available to the 
qualified taxpayer does not establish the capability or method for devel- 
oping or improving the product or the appropriate design of the product. 

(r) SIC Codes. The term "SIC" Codes" shall mean those codes listed 
in the SIC Manual. 

(s) SIC Manual. The term "SIC Manual" shall mean the Standard In- 
dustrial Classification Manual published by the United States Office of 
Management and Budget, 1987 edition. 

(t) Small Business. The term "small business" shall mean a qualified 
taxpayer or partnership that, as of the last day of the taxable year for 
which the MIC is allowed, satisfies any of the following requirements: 
(1) has gross receipts of less than fifty million dollars ($50,000,000), (2) 
has net assets of less than fifty million dollars ($50,000,000), (3) has a 
total MIC of less than one millions dollars ($1 ,000,000) or (4) for income 
years beginning on or after January I, 1997, is engaged in biopharma- 
ceutical activities or other biotechnology activities that are described in 
Codes 2833 to 2836, inclusive, of the SIC Manual, published by the 
United States Office of Management and Budget, 1987 edition, and as 
further amended, and has not received regulatory approval for any prod- 
uct from the United States Food and Drug Administration. The determi- 
nation of whether a qualified taxpayer or partnership is a "small busi- 
ness" shall be made on a separate entity basis, and, in the case of any 
qualified taxpayer or partnership engaged in multiple lines of business 
or that has multiple establishments, shall be made by aggregating all of 
the qualified taxpayer's or partnership's business activities. 

(u) Total MIC. The term "total MIC" shall mean the aggregate amount 
of MIC allowed to a qualified taxpayer for a taxable year (including any 
amounts allowed in the current taxable year but required to be carried for- 
ward), but shall not include any MIC carryforward amounts from prior 
years. 

NOTE; Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.49, Revenue and Taxation Code. 

History 

1. New section fded 5-1-96; operative 5-31-96 (Register 96, No. 18). 

2. Change without regulatory effect repealing subsection (b), relettering subsec- 
tions, adding new subsection (g), and amending subsections (/) and (t) filed 
8-14-97 pursuant to section 100, title 1 , California Code of Regulations (Regis- 
ter 97, No. 33). 

§ 17053.49-3. Qualified Taxpayer. 

(See Regulation Section 17053.49-0 for Table of Contents.) 
(a) In General. For purposes of Regulations 17053.49-1 through 
17053.49-1 1, inclusive, a qualified taxpayer is any taxpayer or partner- 
ship that is engaged in an activity that is described in Division D of the 
SIC Manual. The determination of whether a taxpayer is engaged in an 
activity that is described in Division D of the SIC Manual shall be made 
under the rules and methods described in the SIC Manual, 1987 edition, 
herein incorporated by reference, and the rules in this regulation on the 
basis of all of the facts and circumstances. Thus, for example, a taxpayer 
is a qualified taxpayer where such taxpayer is engaged in multiple busi- 
ness activities, one or more of which constitutes an activity that is de- 
scribed in Division D of the SIC Manual. For purposes of the MIC, a SIC 
Code assignment to a given taxpayer's activity made by any federal, state 



(other than the Franchise Tax Board), regional, or local government 
agency shall not be controlling. 

(b) Business Activities 1 recited as cm Establishment. The determina- 
tion of whether a taxpayer is engaged in an activity that is described in 
Division D of the SIC Manual shall be made by reference to the classifi- 
cation of business activity rules contained in the SIC Manual. If a taxpay- 
er is engaged in one or more lines of business that is treated as an estab- 
lishment under the SIC Manual, and that establishment is properiy 
classified in Division D of the SIC Manual, then the taxpayer is a quali- 
fied taxpayer. In contrast, if a taxpayer is only engaged in business activi- 
ties that are properly classified in any division or divisions of the SIC 
Manual other than Division D of the SIC Manual, then the taxpayer shall 
not be treated as a qualified taxpayer. 

(1) Establishment. For purposes of this secfion, the term "establish- 
ment" shall mean an economic unit (as disfinguished from subunits such 
as departments), generally at a single physical location, where business 
is conducted or where services or manufacturing or other industrial oper- 
ations are performed. For example, a factory, mill, store, hotel, movie 
theater, mine, farm, ranch, bank, railroad depot, airline terminal, sales of- 
fice, warehouse, or central administrative office would each be treated as 
an establishment. There are two types of establishments under the SIC 
Manual, auxiliary establishments and operafing establishments. 

A. Activities Conducted at Different Physical Locations. Business ac- 
tivities conducted at different physical locations shall generally be 
treated as separate establishments. Thus, for example, if a taxpayer man- 
ufactures clay tiles in Los Angeles and operates a retail tile store in Tarza- 
na, each of these acfi vifies would be generally treated as a separate estab- 
lishment. 

B. Activities Conducted at A Single Physical Location. Where distinct 
and separate business acfivifies are performed at a single physical loca- 
tion (such as construction activities operated out of the same physical lo- 
cation as a lumber yard), each activity shall be treated as a separate estab- 
lishment where all of the following are satisfied: 

1. No single industry description in the SIC Manual includes such 
combined acfivities; 

2. Separate reports are prepared on the number of employees, their 
wages and salaries, sales or receipts, property and equipment, and other 
types of financial data, such as financial statements, job costing, and 
profit center accounting; and 

3. Employment in each such economic acfivity is significant (as de- 
fined in subsection (b)(4)). 

Where all of the requirements in subsecfion (b) (1)B. of this regulation 
are not safisfied, then all of the acfivifies conducted at that locafion shall 
be assigned a single SIC Code based upon the principal activity being 
conducted at that location. For example, where there are five disunct and 
separate business acfivities being conducted at a single physical location 
and none of those activities meet all of the requirements of subsection 
(b)(l)B. of this regulafion, that location would properly be assigned a 
single SIC Code representing the principal business activity. 

(2) Auxiliary Establishments. Auxiliary establishments are establish- 
ments that are principally engaged in performing management or support 
services for other establishments of the same taxpayer. Auxiliary estab- 
lishments shall generally be assigned the same SIC Code as the principal 
activity of the operafing establishment that they serve. However, estab- 
lishments principally engaged in producing goods or providing services 
for other establishments of the same taxpayer, when such goods or ser- 
vices are covered by industries in Divisions A through D, inclusive, of 
the SIC Manual, shall be classified as operafing estabUshments in such 
divisions of the SIC Manual on the basis of their principal acfivity. Exam- 
ples of auxiliary establishments include, but are not limited to, the provi- 
sion of management and other general administrative functions, such as 
accounting, data processing, legal services, research and development, 
testing, and warehousing. 

A. Auxiliary Activities Conducted at a Different Physical Location 
than the Supported Establishment. Auxiliary activities conducted at a dif- 
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fcrent physical location from the supported establishment or establish- 
ments shall bo treated as a separate establishment, and shall be classified 
as either an auxiliary establishment or an operating establishment under 
the rules of this regulation. Thus, for example, if a taxpayer manufactures 
plastic foam products in San Jose and has a finished goods warehouse in 
Fremont from which it fills orders and ships the finished goods to its cus- 
tomers, each of these activities will be treated as a separate establishment. 

EXAMPLE 1: C manufactures computers, an activity properly classi- 
fied under SIC Code 357 1 , at its manufacturing plant in San Diego. C also 
conducts research and development activities at C's facility in Rancho 
Cordova for the purpose of enhancing the performance of existing C 
products and to develop new products to be manufactured by C. Assume 
that C's Rancho Cordova research facility is properly treated as a sepa- 
rate establishment under the rules in this regulaUon and principally per- 
forms research and development activities in support of C's manufactur- 
ing facility in San Diego. Under these facts, C's research facility in 
Rancho Cordova would be properly classified as an "auxiliary establish- 
ment" under the rules in this regulation. Moreover, since C's research fa- 
cility is properly classified as an auxiliary establishment, it would be as- 
signed the same SIC Code (SIC Code 3571) as C's manufacturing 
establishment in San Diego. 

EXAMPLE 2: Assume the same facts as in EXAMPLE I , except that 
C's manufacturing plant is located in Austin. Texas. Under these facts, 
the result is the same as in EXAMPLE 1 because the physical location 
of the auxiliary establishment is irrelevant to the determination of wheth- 
er the activity being classified will he treated as an auxiliary establish- 
ment. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except that 
C's research facility principally performs commercial research and de- 
velopment performed on a contract basis for parties other than C. Under 
these facts, while C's research facility would sUll be treated as an "estab- 
lishment" under the rules in this regulation, it would not be treated as an 
"auxiliary establishment" since C's research facility in Rancho Cordova 
does not "primarily" support C's manufacturing activity. Instead, C's re- 
search facility would be treated as a separate operating establishment, 
and would be assigned a separate SIC Code based on its primary activity 
(SIC Code 8731, Commercial Research and Development). 

B. Aiixiliaij Activities Conducted at the Same Physical Location as 
the Supported Establishment. Where auxiliary activities are performed 
at the same physical location where the supported establishment or estab- 
lishments are located, the auxiliary activities shall be treated as a separate 
establishment, and shall be classified as either an auxiliary establishment 
or an operating establishment under the ailes of this regulation, when 
each of the following is satisfied: 

1 . Separate reports are prepared on the number of employees, their 
wages and salaries, sales or receipts, property and equipment, and other 
types of financial data, such as financial statements, job costing, and 
profit center accounting; 

2. The auxiliary unit serves other establishments of the same taxpayer; 
and 

3. Employment is significant (as defined in subsection (b) (4)) for both 
the auxiliary and operating acfivity. 

(3) Operating Establishments. Any establishment that is not treated as 
an auxiliary establishment shall be treated as an operating establishment 
and shall be assigned a SIC Code on the basis of its principal activity, 
which shall be determined by reference to its principal product or group 
of products produced or distributed, or services rendered. In the case of 
activities classified under Division D of the SIC Manual, the principal ac- 
tivity of the establishment shall be determined by reference to the value 
of production of each product being produced. For purposes of this sec- 
tion, the product or service contributing to the largest proportion of the 
cost of goods manufactured, excluding overhead, shall be treated as the 
principal activity of the establishment. However, in cases where muUiple 
manufacturing and non-manufacturing activities are conducted at an es- 
tablishment and the taxpayer can demonstrate that value of production 



does not adequately represent the relative economic importance of each 
of the varied activities being conducted at the establishment, the taxpayer 
may instead use employment or payroll information in the same manner 
to determine the principal activity of the establishment. 

EXAMPLE 1: D is solely engaged in the following activities, both of 
which are conducted at the same physical location — the manufacturing 
of wood kitchen cabinets and the retail sale of packaged dairy products. 
D employes 1 individual to manufacture the wood cabinets and 10 indi- 
viduals to run the retail store. Assume the retail sale of packaged dairy 
products is the principal activity being conducted at this location. D does 
not maintain separate books and records for each of the activities, but in- 
stead maintains a single set of books and records. Since D does not main- 
tain separate books and records for the manufacturing operation under 
subsection (b)(l)(B)2., and since the employment in this activity is less 
than 25% of the total employment and thus not significant under subsec- 
tion (b)( 1 )(B)3., the manufacturing activity does not constitute a separate 
establishment from the retail operafion. Moreover, under the rules in this 
section, D's principal activity at the establishment would be classified 
under SIC Code 5451 (Dairy Products Stores). Therefore. D is not en- 
gaged in an activity described in Division D of the SIC Manual and is thus 
not a qualified taxpayer. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
D employs 4 individuals in its wood cabinet manufacturing activity, but 
still does not maintain separate books and records for the wood cabinet 
manufacturing activity. Because the number of individuals employed in 
both the manufacturing operation and the retail operation is more than 25 
percent of the total number of individuals D employs, employment in 
each of the activities would be considered significant. However, because 
D does not maintain separate books and records for each activity. D is 
treated as having only one establishment. Since the retail operation (SIC 
Code 5451 -Dairy Products Stores) is the principal activity of D's single 
establishment, D is not engaged in an activity described in Division D of 
the SIC Manual, and is thus not a qualified taxpayer. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
D maintains separate books and records for the manufacturing activity. 
Since D is maintaining separate books and records, and the number of in- 
dividuals employed in both the manufacturing operation and the retail 
operation is more than 25 percent of the total number of individuals D 
employs and thus treated as significant, both the manufacturing opera- 
tion and the retail operation constitute separate establishments. As a re- 
sult, D is engaged in an activity described in Division D of the SIC Manu- 
al, the manufacturing of wood kitchen cabinets (SIC Code 2434), and is 
a qualified taxpayer. 

(4) Determining Whether Employment is Significant. For purposes of 
this section, the determinafion of whether employment is significant 
shall be based upon all of the facts and circumstances. However, employ- 
ment in an economic acfivity shall be deemed "significant" whenever 
more than 25 percent of the taxpayer's total number of employees at a 
single physical location, or more than 25 percent of the taxpayer's total 
dollar value of payroll at a single physical location, is attributable to the 
business activity being tested for separate establishment status. 

(5) Activities Properly Assigned a SIC Code in a Non-Qualified Activ- 
ity. In the case of certain manufacturing-type activities that are con- 
ducted at establishments principally engaged in activities that are proper- 
ly classified under divisions other than Division D of the SIC Manual, 
such acfivities shall not be treated as an acfivity described in Division D 
of the SIC Manual. Examples of these types of acti vines include, but are 
not limited to, the following: 

A. processing on farms if the raw materials are grown on the farm and 
the manufacturing activifies are on a small scale without the extensive 
use of paid labor; 

B. threshing; 

C. cotton ginning; 

D. the dressing and beneficialing of ores; 

E. the breaking, washing, and grading of coal; 
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F. the crushing and breaking of stone; 

G. the crushing, grinding, or other preparation of sand, gravel, and 
nonmetallic chemical and fertilizer minerals other than barite; 

H. fabricating operations performed at the site of construction by con- 
tractors; 

I. cutting and selling purchased carcasses; 

J. preparing feed at grain elevators and farm supply stores; 

K. stemming leaf tobacco at wholesale establishments; 

L. production of wiping rags; 

M. the breaking of bulk and redistribution in smaller lots, including 
packaging, repackaging, or bottling products, such as liquors or chemi- 
cals; 

N. establishments principally engaged in selling, to the general public, 
products produced on the same premises from which they are sold, such 
as bakeries, candy stores, ice cream parlors, and custom tailors; 

O. tire retreading and rebuilding; 

P. sign painting and lettering shops; 

Q. computer software production; and 

R. the production of motion picture films (including video tapes). 

EXAMPLE 7.- B is engaged in the retail sale of bakery products and the 
manufacturing of fresh bread products primarily for direct sale by B on 
B's premises to retail customers. Both activities are conducted at a single 
physical location in Auburn. While B's manufacturing activity appears 
to be "described in" SIC Code 205 1 (Bread and Other Bakery Products), 
if B's principal activity is the retail sale of these bakery products, then B 
will not be treated as engaged in an activity described in Division D of 
the SIC Manual since B is properly treated as being principally engaged 
in the retail sale of bakery products under SIC Code 5461 (Retail Baker- 
ies). As a result, assuming that the baking operation is not properly 
treated as a separate establishment under the rules of this section, the bak- 
ing operation would be properly classified as being part of the retail 
bakery operation. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
instead of selling most of its bakery products through its retail store, B 
sells 80 percent of its bakery products to the wholesale bakery trade. As- 
suming that B's manufacturing operation would otherwi.se be properly 
treated as a separate establishment from its retail store, then B would be 
treated as engaged in an activity that is properiy classified under SIC 
Code 205 1 (Bread and Other Bakery Products). 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.49, Revenue and Taxation Code. 

History 
1. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 

§ 17053.49-4. Qualified Costs. 

(See Regulation Section 17053.49-0 for Table of Contents.) 

(a) /// General. For purposes of Regulations 17053.49-1 through 
17053.49-11, inclusive, the term "qualified costs" includes any costs 
paid or incurred by a qualified taxpayer for the construction, reconstruc- 
tion, or acquisition of qualified property on or after January 1 , 1 994, pro- 
vided that California sales or use tax has been paid, directly or indirectly, 
on such costs (except for costs paid or incurred for capitalized labor), and 
such costs are properly chargeable to the qualified taxpayer's capital ac- 
count. However, the term "qualified costs" does not include the amount 
of any California sales or use tax paid, directly or indirectly, by the quali- 
fied taxpayer. 

(b) California Sales and Use Tax Payment Requirement. In order for 
costs to be treated as qualified costs, California sales or use tax must be 
paid, directly or indirectly as a separately stated contract amount or as de- 
termined from the books and records of the qualified taxpayer, with re- 
spect to the qualified property. For purposes of Regulations 17053.49-1 
through 17053.49-11, inclusive, the requirement that California sales or 
use tax be paid prior to claiming the MIC shall be deemed sadsfied as of 
the date the California sales or use tax is due and payable under Part 1 
(commencing with Section 6001 ) of Division 2 of the Revenue and Taxa- 
tion Code. In the case of any costs paid or incurred by the qualified tax- 



payer upon which California Sales or use tax has not been paid, except 
in the case of amounts properiy treated as capitalized labor directly allo- 
cable to the construction, modification, or installation of qualified prop- 
erty, such amounts shall not be treated as qualified costs. In the ca.se of 
any leasing transaction. Regulation 17053.49-6 contains special rules 
applicable to the California sales and use tax payment requirement. 

EXAMPLE I: D, a qualified taxpayer, purchases three hydraulic tur- 
bines from B, a California manufacturer of hydraulic turbines, for $500 
to be used in D's manufacturing facility in Escondido. Under the terms 
of the purchase contract, which is dated February 15, 1994. B agrees to 
install the turbines at D's manufacturing facility by affixing them to the 
facility's concrete floor for an additional $100. B charges and collects 
from D $40 in California sales tax under the contract ($500 x S'/r), with 
the $100 in installation charges being separately stated in the purchase 
contract and for purposes of this example are assumed to be exempt from 
California sales and u.se tax. Under these facts, D has $600 in qualified 
costs ($500 in costs upon which California sales tax was paid and $100 
in capitalized labor, but excluding the $40 in sales tax). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , excepi that 
instead of D purchasing the turbines from B, D enters into a "fixed-price, 
turn-key" contract with C, the terms of which require D to pay C a total 
of $640 upon delivery and installation.of the turbines in D's manufactur- 
ing facility. C, instead of delivering a resale certificate to B, pays $40 
($500 X 8*%) in Califomia sales tax to B on its purchase of the turbines. 
Under C's contract with D, the $40 Califomia sales tax paid by C is a sep- 
arately stated item. Under these facts, since the sales tax was separately 
stated in D's contract with C and paid by C on behalf of D, D is treated 
as having satisfied the California sales tax payment requirement. Howev- 
er, since $40 of the total contract price represents the sales tax paid indi- 
rectly by D. the amount of D's qualified costs is $600 ($500 for the tur- 
bines plus $100 in capitalized labor, but excluding the $40 in sales tax). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, excepi that 
D's contract with C does not separately state the amount of Califomia 
sales tax paid by C. However. D's books and records substantiate that C 
paid Califomia sales tax on behalf of D and that the total contract price 
of $640 is broken down between $500 for the turbines, $40 in Califomia 
sales tax. and $100 in installation charges. Under these facts, the result 
is the same as in EXAMPLE 2 since the amount of Califomia sales tax 
treated as being paid indirectly by D can be determined from D's books 
and records. 

(c) Capitalization Requirement. In order for costs to be treated as qual- 
ified costs, they must be amounts properiy chargeable to the capital ac- 
count of the qualified taxpayer. Amounts shall be treated as properly 
chargeable to capital account if under the qualified taxpayer's method of 
tax accounting they are properiy includible in the qualified taxpayer' s ba- 
sis for computing depreciation on the qualified property under Revenue 
and Taxation Code Section 17250. However, any amounts not required 
to be included in the qualified taxpayer's basis for depreciation purposes 
shall not be treated as qualified costs. For example, Intemal Revenue 
Code SecUon 179 provides that amounts for which an elecfion is made 
under that section to currently deduct such amounts are "not chargeable 
to capital account." Thus, any amounts for which a qualified taxpayer 
makes an election to currently expense for Califomia income tax pur- 
poses under either Intemal Revenue Code Sections 179 or 179A, or 
amounts for which a qualified taxpayer makes an election for Califomia 
purposes to currently expense under Intemal Revenue Code Section 
179-type provisions such as Revenue and Taxation Code Sections 
17252.5 (Enterprise Zone businesses), 24356.3 (Program Area busi- 
nesses), 17266 (Los Angeles Revitalization Zone businesses), or 17268 
(Local Agency Military Base Recovery Area businesses), are treated as 
amounts that are not properiy chargeable to capital account. In addition, 
any costs paid or incurred for property with a useful life of less than one 
year which may properly be expensed under Intemal Revenue Code Sec- 
tion 162 would be treated as amounts not properly chargeable to capital 
account. Although costs that are not properly chargeable to capital ac- 
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count arc not treated as qualified costs, the portion of the cost of any item 
of qualified property that is properly chargeable to capital account (such 
as. for example, the amount in excess of what may be currently deducted 
under Section 1 79 of the Internal Revenue Code) may be a qualified cost 
under Revenue and Taxation Code Section 17053.49. 

EXAMPLE I: F. a qualified taxpayer, purchases 50 stainless steel 
racks for $900 from G for use in F's cheese production line in Santa Cruz. 
F pays $72 (900 x 89r) in California sales tax on the purchase. F makes 
an election for California income tax purposes to currently expense the 
entire cost of the stainless steel racks under Revenue and Taxation Code 
Section 1 7265 (Internal Revenue Code Section 1 79). Under these facts, 
the $900 paid by F for the stainless steel racks would not be treated as a 
qualified cost since the $900 is not properly chargeable to F's capital ac- 
count under Revenue and Taxation Code Section 1 7265 (Internal Reve- 
nue Code Section 179). 

EXAMPLE 2: H. a qualified taxpayer doing business in the Los An- 
geles Revitalization Zone, purcha.ses a commercial baking oven for $25 
from 1. and pays $2 (S'/r of $25) in California sales tax on the purchase. 
H makes an election under Revenue and Taxation Code Section 17266 
to expense the entire cost of the oven. Under these facts, the $25 paid by 
H would not be treated as a qualified cost since the $25 is not properly 
chargeable to H's capital account. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
H is instead doing business in the Fresno enterprise zone. Under the pro- 
visions of Revenue and Taxation Code Section 17252.5, H elects to ex- 
pense $ 1 of the cost of the oven. Under these facts. H may treat only $ 1 5 
of the total $25 paid for the oven as a qualified cost since the $10 being 
expensed under Revenue and Taxation Code Secfion 17252.5 is not 
properly chargeable to H's capital account. 

(d) Capitalized Labor Costs. For costs paid or incurred by the qualified 
taxpayer for capitalized labor, the requirement that California sales or use 
tax be paid in order for the costs to be treated as qualified costs shall not 
apply. The qualified taxpayer shall have the burden of establishing the 
amount of any cost paid or incurred for capitalized labor that is directly 
allocable to the construction, modification or installafion of any item of 
qualified property. This burden may, for example, ordinarily be saUsfied 
by either an invoice, supported by the books and records of the qualified 
taxpayer, that separately states the amount of directly allocable capital- 
ized labor on qualified property acquired by purchase or, in the case of 
self-constructed qualified property, from books and records of the quali- 
fied taxpayer that establish the amount of capitalized labor that is directly 
allocable to the construction of the item of qualified property. 

EXAMPLE 1: G, a qualified taxpayer, purchases a machine that is qu- 
alified property from X for $500. The price of the machine includes $50 
in separately stated shipping charges. X collects California sales tax of 
$34 (8% of $450), from G, with the shipping charges assumed to be ex- 
empt from California sales and use tax. Upon receipt of the machine, G 
incurs an additional $50 in directly allocable capitalized labor costs to 
have G's employees install the machine in G's manufacturing facility in 
Riverside, and $25 in training costs to train G's personnel to properly op- 
erate the machine. Under these facts, only the cost of the machine upon 
which California sales tax was paid ($450), plus the directly allocable in- 
stallafion costs ($50), would be treated as qualified costs. The $50 paid 
for shipping charges is not a qualified cost since no California sales tax 
was paid on such amounts, nor are the shipping charges treated as directly 
allocable capitalized labor. The $25 incurred by G in training costs is not 
a qualified cost since training costs are indirect labor costs under subsec- 
fion (c)(2) of Regulation 17053.49-2. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
the $50 in freight charges are not separately stated and X collects $40 (8% 
of $500) in California sales tax from G. Under these facts, the cost of the 
machine, including the freight charges, upon which California sales tax 
was paid ($500), plus the directly allocable installafion costs ($50), 
would be treated as qualified costs. 



EXAMPLES: H, a quali fied taxpayer, contracts with I for $ 1 00 to have 
a machine that is qualified property modified to increase its per-unit out- 
put. Assume that the labor costs associated with the modification are ex- 
empt from California sales and use tax. Although H does not pay Califor- 
nia sales or use tax on the modification work, H may include in its 
qualified costs the costs of modifying the machine since the $ 100 is prop- 
erly treated as a capitalized labor cost that is directly allocable to the mod- 
ification of qualified property. 

EXAMPLE 4: J, a qualified taxpayer, purchases an extended warranty 
contract on qualified property. J's extended warranty contract provides 
that all unscheduled maintenance and repairs will be performed at no cost 
by the seller or its agent. Assume that the costs of the extended warranty 
contract are exempt from California sales and use tax. Under these facts, 
the extended warranty contract is not treated as a directly allocable capi- 
talized labor cost since it is not for the construction, modification, or in- 
stallafion of qualified property. Asa result, the costs paid for the extended 
warranty contract are not qualified costs. 

EXAMPLE 5: K, a qualified taxpayer, purchases a machine that is qu- 
alified property and then uses its own employees to install and modify the 
machine, including necessary adjustments, alignments and "debugging," 
so that the machine will properiy run K's assembly line. Under these 
facts, assuming that K properly capitalizes for California tax purposes its 
direct labor costs for installing and modifying the machine, then the di- 
rect costs are treated as directly allocable capitalized labor costs and are 
thus qualified costs. 

EXAMPLE 6: L, a qualified taxpayer, purchases a comprehensive in- 
surance policy on an item of qualified property. L may not include the 
premiums for the insurance policy as qualified costs because the insur- 
ance policy covers risk of loss, and is not a directly allocable capitalized 
labor cost that is associated with the construction, modification or instal- 
lation of qualified property. 

(e) Qualified Costs Paid or Incurred Pursuant to Binding Contracts. 
For any qualified property constructed, reconstructed, or acquired by the 
qualified taxpayer (or any person related to the qualified taxpayer within 
the meaning of Internal Revenue Code Sections 267 or 707) pursuant to 
a binding contract in existence on or prior to January 1, 1994, costs paid 
pursuant to that contract shall be subject to allocation under the rules in 
this subsecfion. 

( 1 ) Allocation of Costs Actually Paid Prior to Januaiy 1, 1994. In any 
case where a qualified taxpayer has actually paid amounts (including, 
without limitafion, contractual deposits and opfion payments) prior to 
January 1 , 1994, under a binding contract, any such amounts shall not be 
treated as qualified costs. However, if under any binding contract a quali- 
fied taxpayer has paid amounts both before and after January 1 , 1 994, 
then the amounts actually paid after December 31, 1993, to the extent 
properly allocable to the construction, reconstruction, or acquisifion of 
qualified property, shall be treated as qualified costs. In the case of any 
contract that was binding on January 1, 1994, under the terms of which 
a qualified taxpayer will acquired both qualified property and non-quali- 
fied property, and the qualified taxpayer has actually paid amounts both 
before and after January 1 , 1994, then the amounts paid prior to January 
1, 1994 and the amounts paid after December 31, 1993, must be allocated 
between the qualified property and the non-qualified property in propor- 
fion to the actual amounts paid prior to January 1 , 1 994, and the total con- 
tract price. 

EXAMPLE 1: On October 1, 1993, M, a qualified taxpayer, executes 
a contract to purchase five machines and ten computers that are qualified 
property for a total of $100 (plus applicable California sales tax). Under 
the terms of the contract, M is required to make a non-refundable $20 de- 
posit upon execution of the contract and pay the remaining $80 upon de- 
livery of the machines and computers. On May 1 , 1 994, the machines and 
computers are delivered and M pays the remaining $80 due under the 
contract. Under these facts, the $20 actually paid by M in 1993 will not 
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be treated as a qualified cost, but the remaining $80 paid in 1994 will be 
treated as a qualified cost. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 . except that 
the computers are not qualified property because M intends to use them 
for general administrative purposes. The computers represent $20 of the 
total $100 contract price. Under these facts, since M is purchasing both 
qualified property and non-qualified property under a binding contract, 
the $20 paid prior to January 1 , 1 994, and the $80 paid after December 
31, 1993, must be allocated between the machines and the computers. 
Since the cost of the machines represent 807^ of the total contract price 
($80/$ 1 00), and $20 was actually paid prior to January 1 , 1 994, $ 1 6 (807f 
of $20) of the total $80 paid for the machines is treated as having been 
paid prior to January 1 , 1994, and is thus not treated as a qualified cost. 
However, the remaining $64 ($80 - $ 1 6) paid for the machines is treated 
as a qualified cost. 

(2) Binding Contracts. For purposes of Regulations 17053.49-1 
through 17053.49-11, inclusive, a contract shall be treated as binding 
where the contract is enforceable under state law against the qualified 
taxpayer (or any related party within the meaning of Internal Revenue 
Code Sections 267 or 707) and the amount of potential damages (whether 
by an express liquidated damages provision or otherwise) for which the 
qualified taxpayer may be liable upon cancellation or breach of the con- 
tract would equal or exceed five percent (5%) of the total contract price. 
However, a contract to acquire a component part of a larger item of prop- 
erty shall only be treated as a binding contract to acquire such component 
part and shall not be treated as a binding contract to acquire the larger 
item of property under the general rule for binding contracts. For exam- 
ple, a written binding contract to acquire an engine to power a printing 
press would be a binding contract only for the engine, not for the entire 
printing press. 

EXAMPLE 1: X, a qualified taxpayer, enters into a written contract 
with Y on August 15, 1993, under which X agrees to purchase 10 ma- 
chines for $ 1 50 for delivery on December 1 , 1 994. Under the terms of the 
contract, X is required to make a non-refundable deposit of $10 upon ex- 
ecution of the contract. Under these facts, since X"s potential damages 
upon cancellation or breach of the contract equal or exceed 5% of the to- 
tal contract price ($10/$ 150, or 6.7%), X's contract with Y is treated as 
a binding contract in existence on or prior to January 1 , 1 994. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
Y is required to refund half of X's $10 deposit in the event X cancels the 
contract. Assume further that X's potential damages to Y upon breach of 
the contract are limited by a liquidated damages provision to the $5 of X's 
deposit that Y is not required to refund to X. Under these facts, X's con- 
tract is not treated as a binding contract in existence on or prior to January 
1 . 1 994, since X's potential damages under the contract are less than 5% 
of the total contract price ($5/$ 150, or 3.3%). 

(3) Successor or Replacement Contracts. Any contract entered into on 
or after January 1, 1994, that is a successor or replacement contract to a 
contract that was binding prior to January 1, 1994, shall be treated as a 
binding contract in existence prior to January 1, 1994, and shall be sub- 
ject to the same rules described in this section applicable to binding con- 
tracts generally. However, if a successor or replacement contract is en- 
tered into on or after January 1 , 1994, and the subject of the successor or 
replacement contract relates both to amounts to be paid or incurred for 
the construction, reconstruction, or acquisition of qualified property de- 
scribed in the original binding contract and to amounts to be paid or in- 
curred for the construction, reconstruction, or acquisition of qualified 
property not described in the original binding contract, then the portion 
of those amounts described in the successor or replacement contract that 
were not described in the original binding contract shall not be treated as 
costs paid or incurred pursuant to a binding contract in existence prior to 
January 1, 1994. 

EXAMPLE 1: On December 15, 1993, P, a qualified taxpayer, enters 
into a binding contract with Q to purchase three drill presses that are qual- 
ified property for a total contract price of $50. Under the terms of the con- 



tract, P makes a non-refundable $ 1 deposit to Q on December 20, 1 993. 
On February 15, 1994. P and Q mutually agree to rescind the original 
contract and simultaneously execute a new contract under which P re- 
quests minor modifications to the specifications for the drill presses. Un- 
der the new contract, the total contract price is increased to $55 to com- 
pensate Q for Q's additional costs of modifying the specifications for the 
drill presses. Under these facts, the Febaiary 1 5, 1 994. contract is treated 
as a replacement contract to the December 15, 1993, contract, and the $10 
deposit made by P on December 20, 1993, is not treated as a qualified 
cost. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
upon rescission of the original contract Q refunds P's $10 deposit. Under 
the terms of the new contract P is legally obligated to make a non-refund- 
able deposit of $ 1 5 to Q within 30 days of the execution of the contract. 
Under these facts, the new contract is sfill treated as a replacement con- 
tract. Despite Q's refund to P, $10 of the total $15 deposit made by P un- 
der the new contract is property treated as having been actually paid prior 
to January 1. 1994. and will not be treated as a qualified cost. 

EXAMPLES: Assume the same facts as in EXAMPLE 1, except that 
under the new contract P agrees to purchase five drill presses instead of 
the three drill presses under the original contract. The total contract price 
for the new contract is increased to $85. Under these facts, the new con- 
tract is still treated as a replacement contract with respect to the three drill 
presses which were the subject of the original contract, and the $10 ac- 
tually paidbyP prior to January 1. 1994. is not treated as a qualified cost. 

EXAMPLE 4: On November 1, 1993. R. a qualified taxpayer, enters 
into a binding contract with S to purchase two machines for $ 10 each and 
five computers for $2 each, for a total contract price of $30. Assume that 
the machines are qualified property, but since R will use the computers 
in its general administrative office, the computers are not qualified prop- 
erty. Under the terms of the contract, R makes a non-refundable $10 de- 
posit to S on November 5, 1993. On March 1, 1994, R and S mutually 
agree to rescind the original contract and simultaneously execute a new 
contract under which R agrees to purchase three machines and five com- 
puters for $40. Under these facts, the March 1, 1994, contract is treated 
as a replacement contract to the November 1 , 1993, contract to the extent 
of the two machines and the five computers, but is not treated as a replace- 
ment contract as to the third machine added by the March 1, 1994, con- 
tract. The $ 1 deposit actually paid prior to January 1 , 1 994, is not treated 
as a qualified cost. However, none of this $10 deposit amount is required 
to be allocated to the third machine for purposes of allocating the total 
contract price between the qualified property and the non-qualified prop- 
erty because the March 1, 1994, contract is not treated as a binding con- 
tract under this section as to the third machine, so that the entire $ 10 cost 
of the third machine is a qualified cost. 

(4) Option Contracts. For purposes of Regulations 17053.49-1 
through 17053.49-1 1 , inclusive, in any case where a qualified taxpayer 
(or any related party within the meaning of Internal Revenue Code Sec- 
tions 267 or 707) had an option to acquire qualified property on or prior 
to January 1 , 1994, the option shall generally be treated as a binding con- 
tract. However, if the option holder would be required to forfeit an 
amount that is less than ten percent (10%) of the fixed opfion price upon 
cancellafion or non-exercise of the option, then the option shall not be 
treated as a binding contract. 

EXAMPLE 1: On May 1, 1993, F, a qualified taxpayer, pays $150 to 
G for the right to purchase G's manufacturing facility in Stockton for a 
total contract price of $900 (less the amount paid for the option) at any 
time prior to May 1, 1995. Under the terms of the option, the $150 is not 
refundable in the event F does not exercise its option. On January 15, 
1995. F exercises its option to purchase G's manufacturing facility and 
delivers the remaining $750 due to G under the terms of the option. Since 
the opfion holder would have been required to forfeit more than ten per- 
cent (10%) of the fixed opfion price upon cancellation or non-exercise 
of the opfion. the opfion is treated as a binding contract and the $150 paid 
by F prior to January 1, 1994, is not treated as a quahfied cost. 



Page 310.8 



Register 97, No. 33; 8-15-97 



Title 18 



Franchise Tax Board — Personal Income Tax 



§ 17053.49-5 



EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
V pays t)nly $80 1'or the option and is not obligated to forfeit any addition- 
al monies to G in the event F chooses not to exercise the option. Under 
these facts, the option is not treated as a binding contract since the maxi- 
mum amount that F would be required to forfeit under the option contract 
is less than ten percent (10%) of the fixed option price. 

(5) Conditional Contracts. A contract shall be treated as binding not- 
withstanding the fact that the contract is subject to a condition. 

EXAMPLE: On December 1 , 1 993. T, a qualified taxpayer, enters into 
a contract to purchase seven machines that are qualified property. The 
contract provides for a twenty percent (207f ) down payment on Decem- 
ber 1, 1993. with the balance to be paid on January 30. 1994. However, 
T's obligations under the contract are expressly conditioned upon the 
completion of T's new manufacturing facility in Compton. Despite this 
condition, the contract is treated as a binding contract in existence on or 
prior to January 1. 1994. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.49. Revenue and Taxation Code. 

History 

1. New section filed 5-1-96; operative .5-31-96 (Register 96, No. 18). 

§ 17053.49-5, Qualified Property. 

(See Regulation Section 17053.49-0 for Table Contents.) 

(a) In General. For purposes of Regulations 17053.49-1 through 
17053.49-1 1, inclusive, the term "qualified property" includes tangible 
personal property, whether new or used, that is defined in Internal Reve- 
nue Code Section 1245 (a) (3) (A) and is used by a qualified taxpayer in 
both an activity that is described in Division D of the SIC Manual and pri- 
marily in a qualified activity. The term "qualified property" also includes 
certain "off-the-shelf computer software that is used by a qualified tax- 
payer primarily in a qualified activity, any special purpose building or 
foundation, or portion thereof, that is primarily used by any qualified tax- 
payer in a qualified activity that is described in SIC Codes 3571-3579. 
inclusive (computer and office equipment), SIC Codes 3671-3679, in- 
clusive (electronic components and accessories), an activity related to 
biotechnology described in SIC Code 873 1 (commercial physical and bi- 
ological research), a biopharmaceutical activity described in SIC Codes 
2833-2836, inclusive (drugs), those activities related to space vehicles 
and parts described in SIC Codes 3761-3769, inclusive, those activities 
related to space satellites and communications satellites and equipment 
described in SIC Codes 3663 and 3812 (but only with respect to "quali- 
fied property" that is placed in service on or after January 1, 1996), or 
those activities related to semiconductor equipment manufacturing de- 
scribed in SIC Code 3559 (but only with respect to "qualified property" 
that is placed in service on or after January 1, 1997), or property de- 
scribed in subsection (f) of this regulation. The term "qualified property" 
does not include certain types of property described in subsection (d) of 
this regulation. The basis of any qualified property for which the MIC is 
claimed is not required to be reduced by the amount of any MIC claimed. 

(b) General Requirements for Qualified Property. Except as provided 
in subsections (c) or (f) of this regulation, in order for property to be 
treated as qualified property, the property must satisfy each of the re- 
quirements of this subsection of this regulation. 

(1 ) Tangible Personal Property. Except for any "off-the-shelf com- 
puter software upon which California sales or use tax has been paid and 
except for property described in subsection (f) of this regulation, property 
must be tangible personal property. For purposes of this section, the term 
"tangible personal property" means any tangible property except land 
and improvements thereto, such as buildings or other inherently perma- 
nent structures (including items which are structural components of such 
buildings or structures). Tangible personal property includes all property 
(other than structural components) which is contained in or attached to 
a building. Thus, for example, production machinery, printing presses, 
and testing equipment which is contained in or attached to a building is 
tangible personal property. Furthermore, all property which is in the na- 
ture of machinery (other than structural components of a building or other 



inherently permanent structures) shall be considered tangible personal 
property even though located outside a building. The determination of 
whether property will be treated as an inherently permanent slaicture 
shall be made under Internal Revenue Code Section 1 245(a), so that gen- 
erally property will be treated as an inherently permanent structure (and 
thus not tangible personal property) if the property is either intended to 
be or is in fact affixed permanently, and is either incapable of being 
moved or. if movable, would suffer a significant degree of damage upon 
its removal. Local law. including state, county, city, or regional, shall not 
be controlling for purposes of determining whether property is or is not 
"tangible" or "personal," so that the fact that under local law property is 
held to be personal property or tangible property shall not affect the deter- 
mination of whether such property is tangible personal property for pur- 
poses of the MIC. 

EXAMPLE 7: B, a qualified taxpayer, manufactures heavy tractors in 
a manufacturing plant located in Tustin. B decides to upgrade its assem- 
bly line by installing a heavy duty overhead crane which will be perma- 
nently affixed to the building structure. Prior to installing the crane B 
constructs steel columns that extend from the crane's girder to the roof 
of the building. Under these facts, while the steel columns may be treated 
as "other tangible property" under Internal Revenue Code Section 1245 
(a) (3) (B), the steel columns are not tangible personal property and thus 
not qualified property. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except in- 
stead consider the heavy duty overhead crane. The crane moves back and 
forth along the assembly Une on craneway tracks that are permanently 
bolted to the building's ceiling beams and is hard-wired to the building's 
electrical system. Despite its permanent affixafion to the building, the 
crane is an item of tangible personal property. 

(2) Section 1245 (a) Property. Property must be defined in Internal 
Revenue Code Section 1245(a). However, since property must also be 
tangible personal property under subsection (b)( 1 ) of this regulation, 
then, except for any "off-the-shelf computer software upon which Cali- 
fornia sales or use tax has been paid and except for property described in 
subsection (f) of this regulation, only personal property described in In- 
ternal Revenue Code Section 1245(a) (3) (A) will be treated as qualified 
property for purposes of the MIC. Except as provided in the previous sen- 
tence, other tangible property that is described in Internal Revenue Code 
Sections 1245(a) (3) (B) through (F) is not "personal" property and is 
thus qualified property under Revenue and Taxation Code Section 
17053.49. 

EXAMPLE 1: F, a qualified taxpayer, manufactures railroad cars. F 
constructs a building which is open at both ends through which a length 
of track travels to move the cars during several steps in the manufacturing 
process. Since the building is not tangible personal property defined in 
Intemal Revenue Code Section 1245(a) (3) (A), it would not be treated 
as qualified property. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , but in addi- 
tion, F constructs and installs machinery in the building to facilitate the 
assembly of the railroad cars. Although the machinery is permanently in- 
stalled in the building, it is not a structural component of the building and 
can be removed without dismantling the building. As a result, the ma- 
chinery is tangible personal property that is defined in Internal Revenue 
Code Section 1245 (a) (3) (A). 

(3) Used in an Activity Described in Division D of the SIC Manual. 
Property must be used in an activity that is described in Division D of the 
SIC Manual. Generally, this requirement will be satisfied if the taxpayer 
is using the property in the same activity that made the taxpayer a quali- 
fied taxpayer under Regulation 17053.49-3. Thus, for example, if a tax- 
payer that is engaged in manufacturing electromedical equipment (SIC 
Code 3845) is treated as a qualified taxpayer under RegulaUon 
17053.49-3), and the qualified taxpayer purchases tangible personal 
property that is defined in Intemal Revenue Code SeeUon 1 245(a)(3)(A) 
for use in its electromedical equipment manufacturing activity, the re- 
quirement that the property be used in an activity described in Division 
D of the SIC Manual would be satisfied. In addition, in the case of a quali- 



Page 310.9 



Register 97, No. 33; 8-15-97 



§ 17053.49-5 



BARCLAYS CALIFORNIA CODE OF REGULATIONS 



Title 18 



fied taxpayer that is engaged in two or more activities that are properly 
classified under Division D of the SIC Manual, the use of property in any 
of such Division D activities will satisfy this requirement that property 
be used in an activity described in Division D of the SIC Manual. 

(4) Primarily Used in a Qualified Activity. Property must be primarily 
used in a qualified activity. 

EXAMPLE 1: B, a qualified taxpayer, manufactures trucks and auto- 
mobiles in San Diego. B constructs a compressor for use in B's assembly 
line. The compressor is used for 500 hours in the assembly line, which 
is part of B's qualified activity, and for 250 hours in B's warehouse, 
which is part of B's non-qualified activity. Since B used the compressor 
in B's qualified activity for more than 50 percent of the time the compres- 
sor was actually in use during the 1 2-month period following the date the 
compressor was placed in service in California by B (500 hours/750 
hours, or 66.1%), the compressor is primarily used in a qualified activity. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except B in- 
stead uses the compressor for 500 hours in the non-qualified activity and 
250 hours in the qualified acUvity. Under these facts, the compressor is 
not primarily used in a qualified activity since the compressor was used 
less than 50 percent of the time during the 1 2-month period following the 
date the compressor was placed in service in California by B in a qualified 
activity (250 hours/750 hours, or 33.3%). 

EXAMPLES: Assume the same facts as in EXAMPLE 1 , except B uses 
the compressor for a total of 100 days during the 12-month period fol- 
lowing the date the compressor was placed in service in California by B. 
During each of those 100 days, B uses the compressor for four hours in 
the qualified activity and six hours in the non-qualified activity. Al- 
though B is using the compressor in the qualified activity during each of 
the 1 00 days that it is actually in operafion, the compressor is not primari- 
ly used in a qualified acfivity because the total number of hours the com- 
pressor is used in a qualified acfivity is less than 50 percent of the total 
hours of operation of the compressor during the 1 2-month period follow- 
ing the date the compressor was placed in service in California by B. 

EXAMPLE 4: C, a qualified taxpayer, manufactures telephone equip- 
ment in San Jose. C purchases ten personal computers to be used in the 
company offices. The computers are to be used in part for administrafion 
and management, a non-qualified acfivity, but are also used for the track- 
ing of assembly line operafions by direcfiy monitoring the performance, 
safety, and producfion of the assembly line, a qualified acfivity. As long 
as the computers are used at least 50 percent of the time in the qualified 
acfivity during the 12-month period following the date the compressor 
was placed in service in California by C, then C shall be treated as primar- 
ily using the computers in a qualified acfivity. 

EXAMPLE 5: R, a qualified taxpayer, manufactures light bulbs from 
raw materials such as glass, tungsten, aluminum, copper and paper. R ini- 
fially receives the raw materials at its warehouse in North Hollywood, 
and then, when needed, transports them using its own trucks to R's man- 
ufacturing plant in Burbank. Upon delivery to the manufacturing plant, 
the raw materials are placed in a receiving area where they are then 
moved via forklift to their respecfive areas in the plant for introducfion 
into the process of manufacturing the light bulbs. Under these facts, R's 
qualified property does not include the trucks used to transport the raw 
materials from the warehouse to the manufacturing plant since the raw 
materials have not been introduced into R's manufacturing "process" un- 
fil the raw materials have been delivered to the manufacturing plant. 
However, the forklift would be qualified property since once the raw ma- 
terials are received at the same premises where R's manufacturing acfiv- 
ity is being conducted, the movement of the raw materials via forklift is 
treated as part of R's manufacturing process. 

EXAMPLE 6: Q, a qualified taxpayer, is an integrated oil producer that 
refines petroleum products. Q owns the wells from which the oil is ex- 
tracted and, after extracting the oil from the ground, Q then pumps the oil, 
via pipeline, to its refinery located several miles from the well sites. The 
pipeline transverses other property for which Q has easements but does 
not own. Once the oil reaches the refinery, it is immediately introduced 



into Q's refining process. Q may not include as qualified property the oil 
wells or the pipelines because these are not used as part of the refining 
process. 

EXAMPLE 7: T. a qualified taxpayer, manufactures copper "romex" 
wire in Santa Ana. As part of T's manufacturing process. T purcha.ses a 
machine to process the copper wire by coafing it with white or black insu- 
lation prior to wrapping the wire in white plastic insulation. T's machine 
applies the materials and labor necessary to modify or change the charac- 
teristics of the copper wire. T's machine is used in "processing" the "ro- 
mex" wire and thus would be qualified property. 

EXAMPLE 8: Assume the same facts as in EXAMPLE 7. except that 
T also uses the machine to coat its mailing labels for shipment of the wire. 
Assume that the processing of the copper "romex" wire is complete upon 
its being wrapped in the white plastic insulation, and that the number of 
hours the machine is used during the 1 2-month period following the date 
the machine was placed in service in California by T for the "processing" 
of the wire is less than 50 percent of the machine's total use during the 
period. Under these facts, the machine is no longer primarily used for 
"processing," a qualified activity, but is instead primarily used to coat the 
mailing labels, a non-qualified activity, so that the machine is not quali- 
fied property. 

EXAMPLE 9: C, a qualified taxpayer, manufactures cameras in Milpi- 
tas. The employees of C fabricate and assemble shelving to be used to 
store the manufactured cameras following completion of C's manufac- 
turing process. Assume that the costs of fabricafing the shelving, includ- 
ing the labor costs, are properly capitalized by C. Although C has "fabri- 
cated" the shelving, the shelving is not quahfied property since it is not 
used in C's manufacturing process, which is a qualified activity, but is 
rather used for storage, which is a non-qualified acfivity. 

EXAMPLE 10: J, a quahfied taxpayer, manufactures aquariums in 
Whitfier. As part of J's manufacturing process, J uses specialized equip- 
ment which recycles used styrofoam packing material by converting it 
into plastic parts that J then uses in manufacturing the aquariums. The 
speciahzed recycling equipment is primarily used in recycling, a quali- 
fied acfivity, so that it is treated as qualified property. 

EXAMPLE J I: Assume the same facts as in EXAMPLE 10, except that 
J does not use postconsumer waste, but instead converts its own man- 
ufacturing waste (generated by the construction of plasfic aquarium 
parts) into finished aquarium parts. J may include as quahfied property 
the equipment used to convert the waste resuUing from J's manufacturing 
process into the aquarium parts. 

EXAMPLE 12: V, a quahfied taxpayer, manufactures explosives in 
Barstow. V's research team attempts through research and experimenta- 
fion to create a new process for making explosives that can be more easily 
detected by standard metal detectors. Due to the high danger associated 
with tesfing and manufacturing the explosives, V constructs an explosion 
containment chamber to both conduct the research and to insert fuses into 
the explosives being manufactured by V. Assume that during the 
1 2-month period following the date the explosion containment chamber 
was placed in service in California by V that it was used 60% of the time 
to conduct research, and 40% of the time to insert the fuses into the man- 
ufactured explosives. Assuming the explosion containment chamber is 
tangible personal property defined in Internal Revenue Code Section 
1245(a) (3) (A), and assuming V's research is described in Internal Reve- 
nue Code Section 1 74 or the regulations thereunder, V may treat the ex- 
plosion containment chamber as qualified property. 

EXAMPLE 13: W, a qualified taxpayer, manufactures engines for pro- 
peller airplanes in Long Beach. W constructs two engine test stands. The 
first engine test stand is used to evaluate design enhancements to the en- 
gines manufactured by W. Assuming this first engine test stand is tangi- 
ble personal property that is defined in Internal Revenue Code Secfion 
1245 (a) (3) (A), and assuming W's research acfivity is described in Inter- 
nal Revenue Code Section 1 74 or the regulations thereunder, W may treat 
the first engine test stand as qualified property because it is used in re- 
search and development. The second test stand is used to evaluate and test 
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assembled L-ngincs prior to their siiipment to customers. Assuming this 
second test stand is tangible personal property that is defined in Internal 
Revenue Code Section 1245 (a) (3) (A), W may treat the second engine 
test stand as qualified property because it is used as part of W's manufac- 
turing process. 

EXAMPLE 14: X. a qualified taxpayer, manufactures garden and lawn 
fertilizer products in Areata. One of the by-products of X\s manufactur- 
ing process is a large volume of highly alkaline water. This water is con- 
sidered waste water by the local water quality control agency that has Ju- 
risdiction over the discharge of waste water. To comply with the local 
waste water discharge standards, which are assumed for purposes of this 
example to exceed any applicable federal standards, X purchases equip- 
ment to reduce the alkalinity of the waste water so that it can be first re- 
used in X"s manufacturing process and then treated for discharge into lo- 
cal evaporative ponds. Since the waste water treatment equipment treats 
the waste water to meet or exceed the local agency's standards, X may 
include as qualified property the equipment purchased for treating the 
waste water since it is used in pollution control, a qualified activity. 

EXAMPLE 15: E, a qualified taxpayer, manufactures metal barrels and 
dnims in Richmond. E purchases an electric welder which is qualified 
property and a portable diagnostic computer for regular and/or non-reg- 
ular testing of the welder. E may include as qualified property the diag- 
nostic computer since it is used primarily to maintain, repair, measure, 
or test the welder. 

EXAMPLE 16: F, a qualified taxpayer, manufactures aluminum die- 
casting equipment in Bakersfield. F purchases a laser micrometer mea- 
suring device to periodically check the alignment of extruders which are 
assumed to be qualified property. F may include as qualified property the 
laser micrometer measuring device since it is used primarily to measure 
the extruding equipment. 

EXAMPLE 17: G, a qualified taxpayer, manufactures motor vehicle 
parts in Van Nuys. G purchases a specialized wrench set to be used pri- 
marily for repair of G's specialized extruding press that is used by G in 
its manufacturing process. Since G uses the wrench set primarily on qual- 
ified property, G may include the wrench set as qualified property. 

EXAMPLE 18: H, a qualified taxpayer, manufactures elevators in 
Hayward. H purchases a standard electronic multi-tester. During the 
12-month period following the date the electronic multi-tester was 
placed in service in California by H, the multi-tester is used 30 percent 
of the time to test electrical equipment which is qualified property, and 
the remainder of the rime H used the multi-tester to test the electrical sys- 
tem of its fleet of vehicles which are used by senior management person- 
nel. Under these facts, assuming that the vehicles are not qualified prop- 
erty, H may not include as qualified property the multi-tester since it is 
not primarily used for the testing of qualified property. 

(c) Special Purpose Buildings and Eoundations. In the case of any qu- 
alified taxpayer that is engaged in a manufacturing activity described in 
SIC Codes 3571-3579, inclusive (computer and office equipment), SIC 
Codes 3671-3679, inclusive (electronic components and accessories), 
an activity related to biotechnology described in SIC Code 8731 (com- 
mercial physical and biological research), a biopharmaceutical activity 
described in SIC Codes 2833-2836, inclusive (drugs), those activities re- 
lated to space vehicles and parts decried in SIC Codes 3761-3769, inclu- 
sive, those activities related to space satellites and communications sat- 
ellites and equipment described in SIC Codes 3663 and 3812 (but only 
with respect to "qualified property" that is placed in service on or after 
January 1, 1996), or those activities related to semiconductor equipment 
manufacturing described in SIC Code 3559 (but only with respect to "qu- 
alified property"" that is placed in service on or after January 1 , 1 997), qu- 
alified property also includes special purpose buildings and foundations, 
or any portion thereof, that are used in any of the above-described SIC 
Code activities and which satisfy the other requirements of this subsec- 
tion of this regulation. 

( 1 ) Defined. For purposes of this regulation, the term "special purpose 
building and foundation" shall mean an entire building, or any portion of 



any building, and the foundation immediately underiying such building. 
or any portion of such foundation, that is specifically designed and con- 
structed or reconstructed for the installation, operation, and use of specif- 
ic machinery and equipment with a special purpose, which machinery 
and equipment, after installation, will become affixed to or a fixture of 
the real property, and the construction or reconstruction of which is spe- 
cifically designed and used exclusively for the qualified purpose. A 
building shall be treated as specifically designed and constructed or mo- 
dified for a qualified purpose if it is not economic to design and construct 
the building for the intended purpose and thereafter use the building for 
a different purpose. 

(2) Exclusive Use for a Qualified Purpose. A special purpose building 
will be treated as being used exclusively for a qualified purpose only if 
its use does not include a use for which it was not specifically designed 
and constructed or modified. Incidental use for a non-qualified purpose 
is permissible. Incidental use means a use which is both related and sub- 
ordinate to the qualified purpose. For purposes of this regulation, it will 
be conclusively presumed that a use is not subordinate if more than one- 
third of the total usable volume of the building is devoted to a use which 
is not a qualified purpose. In the event an entire building does not qualify 
as a special purpose building, a qualified taxpayer may establish that a 
portion of a building, and the foundation immediately underiying such 
portion, qualifies for treatment as a special purpose building and founda- 
tion if such porfion satisfies all of the definitional provisions of Revenue 
and Taxation Code Section 17053.49 and this subsection of this regula- 
tion. To the extent that a building is not a special purpose building as de- 
fined in this regulafion, but a portion of the building qualifies for treat- 
ment as a special purpose building, then all equipment which exclusively 
supports the qualified purpose occurring within that portion and which 
would qualify as Internal Revenue Code Section 1245 (a) (3) (A) proper- 
ty if it were not a fixture or affixed to the building shall be treated as a cost 
of the portion of the building which qualifies for treatment as a special 
purpose building. 

(3) Property Which is not a Special Purpose Building and Foundation. 
Buildings and foundations which do not meet the definition of a special 
purpose building and foundation include, but are not limited to: 

A. buildings designed and constructed or reconstructed principally to 
function as a general purpose manufacturing, industrial, or commercial 
building; 

B. research facilities that are used primarily prior to and after, or prior 
to or after, the manufacturing process; or 

C. storage facilities that are used primarily prior to and after, or prior 
to or after, completion of the manufacturing process. 

(4) Research Facilities. A research facility shall not be considered to 
be primarily used prior to and after, or prior to or after, completion of the 
manufacturing process if its purpose and use relate exclusively to the de- 
velopment and regulatory approval of the manufacturing process for spe- 
cific biopharmaceutical products. A research facility which is used pri- 
marily in connection with the discovery of an organism from which a 
biopharmaceutical product or process is developed does not meet the re- 
quirements of Revenue and Taxation Code Section 1 7053.49 and the pre- 
ceding sentence and is not to be considered used in the manufacturing 
process. 

EXAMPLE 1: K, a qualified taxpayer, manufactures medicinal anti- 
septics (SIC Code 2834) in Fairfield. K constructs a 5,000 square foot 
"clean room" for the purpose of manufacturing sterile antiseptics, a prod- 
uct that requires, under applicable federal Food and Drug Administration 
criteria, absolute sterility and controlled humidity in the manufacturing 
environment. The "clean room'" is not economic to design for any other 
purpose other than manufacturing medicinal antiseptics. While the clean 
room and its foundation appear to satisfy the definition of a special pur- 
pose building and foundation, K may not include as qualified property 
the clean room and its foundation because K, while in a line of business 
described in SIC Codes 2830-2836, inclusive, is not a biopharmuceulic-al 
establishment. If, however, the antiseptic is a biopharmaceutical product. 
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then the special purpose building and foundation may be quaHfied prop- 
erty. 

EXAMPLE 2: L, a qualified taxpayer, owns a 40,000 square-foot 
warehouse facility in Santa Clara. L modifies part of the facility to man- 
ufacture computer microprocessors, which is an activity described in SIC 
Code 3674. A portion of this microprocessor manufacturing is to be done 
in a "clean room" since the microprocessors must be manufactured with 
specialized equipment which is sensitive to air, humidity and pollutants 
in order to ensure the economic value of the microprocessors. Although 
the entire 40,000 square foot building is not a special purpose building, 
the portion of the building which is used as the "clean room'" and the cost 
of its ancillary support equipment is treated as a special purpose building 
under this regulation because the equipment used therein has a special 
purpose which can only be achieved in the "clean room." 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except the 
"clean room" is used merely for long-term storage of the finished prod- 
uct where a controlled environment will greatly extend the shelf life of 
the product. The "clean room" is not being used in the manufacturing 
process since it only serves a storage function and thus the "clean room" 
is not treated as a special purpose building. 

EXAMPLE 4: M, a qualified taxpayer, manufactures typewriters (SIC 
Code 3579) in Chatsworth. M specially designs and constructs a building 
for the purpose of housing and supporting a high-powered, high-speed 
hydraulic press for the production of precision carriages. It is not eco- 
nomic to design the building for any other purpose. The building requires 
heavily reinforced foundational pilings with strategically located floor 
pylons for anchoring the press. In addition, the walls and ceiling of the 
building have many integral permanent features to accept the size, shape, 
plumbing, and electrical needs of the press. Even though the building 
may be viewed as "specifically designed and constructed for a qualified 
purpose," it would not be treated as a special purpose building because 
the equipment has no "special purpose" and the building is merely a gen- 
eral purpose manufacturing building. 

EXAMPLES: N is solely engaged in performing commercial research 
and development for biotech companies (SIC Code 8731) in Palo Alto. 
N constructs a special purpose building for the purpose of conducting its 
commercial research and development activities. Although the building 
may otherwise be a special purpose building, N may not claim the MIC 
because N is not a qualified taxpayer under Regulation 17053.49-3. 

EXAMPLE 6: P. a qualified taxpayer, is engaged in two lines of busi- 
ness: manufacturing computer terminals (SIC Code 3575) and perform- 
ing commercial research and development for biotech companies (SIC 
Code 8731). P constructs a special purpose building for the exclusive 
purpose of conducting research in connection with its commercial re- 
search and development activity for biotech companies. The special pur- 
pose building and foundation would be qualified property even though 
P is only conducting research in the building. However, if P instead uses 
the research building in connection with its manufacturing activity, the 
building is no longer qualified property since the use of the building is 
now a part of a research facility used prior to and after, or prior to or after, 
the manufacturing process, and thus used for a non-qualified purpose un- 
der this regulation. 

EXAMPLE 7: Assume the same facts as in EXAMPLE 6. except that 
P is also engaged in manufacturing a new type of blank computer soft- 
ware disks (SIC Code 3695) that require an environment that only the 
highest level of "clean rooms" can provide, and that P constructs such a 
"clean room" for the sole purpose of manufacturing the disks. Although 
P is a qualified taxpayer that may claim the MIC with respect to certain 
special purpose buildings and foundations, and notwithstanding the fact 
that the "clean room" otherwise meets the definition of a "special purpose 
building and foundation," P's "clean room" that is used to manufacture 
the blank disks does not qualify as a special purpose building and founda- 
tion for purposes of the MIC because the activity being conducted in the 
"clean room" is properly classified under SIC Code 3695. which is not 



one of those SIC Code activities that entitles a qualified taxpayer to the 
MIC for their special purpose buildings and foundations. 

(d) Specifically Excluded Property. Notwithstanding subsection (b), 
(c), (e) or (f) of this regulation, qualified property does not include any 
of the following: 

(1) Eunihiire. Any item of furniture, regardless of how used or where 
located. 

(2) Facilities Used for Warehousing Purposes. Any property used for 
warehousing purposes after completion of the manufacturing process. 
Thus, for example, a manufacturer of engine components that stores its 
finished products in a separate warehouse building prior to shipment and 
thereafter uses forklifts and other heavy equipment to move the inventory 
within the warehouse building shall not treat the forklifts and other heavy 
equipment as qualified property. 

(3) Inventory. Any property that is properly treated as inventory of the 
qualified taxpayer. For this purpose, the term "inventory" includes any 
property which is required to be included in the qualified taxpayer's in- 
ventory under Internal Revenue Code Section 263A or that is described 
in Internal Revenue Code Section 1221(1). 

(4) Equipment Used in the E.xtraction Process. Any equipment used 
in the extraction process. Thus, for example, drill bits, rigging, and 
pumps used in wells and mines to extract oil, water or minerals shall not 
be treated as qualified property since this is equipment used in the extrac- 
Uon process. 

(5) Equipment Used to Store Finished Products. Any equipment used 
to store finish products that have completed the manufacturing process. 
Thus, for example, if a qualified taxpayer primarily uses a forklift in the 
finished goods portion of its manufacturing plant to transport finished 
products to its loading dock for shipping to customers, the forklift would 
not be qualified property. On the other hand, if the forklift was primarily 
used to transport raw materials to the assembly line and was occasionally 
used to transport finished products to the loading dock for shipment to 
customers, the forklift would be treated as qualified property. 

(6) Tangible Personal Property Used in Administration, General 
Management, or Marketing. Any tangible personal property that is used 
in administration, general management, or marketing. For this purpose, 
an item of property that is used both in a qualified activity and for admin- 
istration, general management, or markefing, shall be treated as qualified 
property only if the item is primarily used in a qualified activity. Howev- 
er, property primarily used in to clean and maintain the factory fioor and 
fire safety equipment primarily used on the factory floor are not consid- 
ered tangible personal property used in administration, general manage- 
ment, or markefing. 

(7) Property for Which the California Low-Emission Vehicle Credit 
is Claimed. Any property for which the qualified taxpayer has claimed 
the low-emission vehicle credit provided in Revenue and Taxation Code 
Secfions 17052.1 1 and 23603. 

(e) Movement of Used Property Into This State. In any case where 
property is moved from another state or country into this state by a quali- 
fied taxpayer or by a lessor who intends to lease such property to a quali- 
fied taxpayer, the property may generally be treated as qualified property 
for purposes of the MIC if it safisfies the other requirements of this regu- 
laUon. Thus, for example, if an item of property is acquired and placed 
in service in Nevada in 1 994, and thereafter the item of property is moved 
into this state for use in a qualified activity (as defined in Regulafion 
1 7053.49-5 (b)), the property may generally be treated as qualified prop- 
erty. However, in the case of any such moved property, a qualified tax- 
payer or lessor must still satisfy the requirements of Regulation 
17053.49^ (related to qualified costs and payment of California sales or 
use tax) in order to claim the MIC. 

(f) Property Used to Refine "Refonnulated" or "Oxygenated" Gaso- 
line. In the case of any qualified taxpayer engaged in refining activities 
properly classified in SIC Code 291 1 , "qualified property" also includes 
other tangible property that is defined in Secfion 1245(a) (3) (B) of the 
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Internal Revenue Code and ihat satisfies eaeh of the following require- 
ments: 

(A) is used in that line of business properly classified in SIC Code 
2911; 

(B) is primarily used in refining; and 

(C) is used to produce "reformulated gasoline" or "oxygenated gaso- 
line", as defined in and pursuant to the requirements imposed by Section 
219 of Public Law 101-349. relating to certain amendments to Section 
2 1 1 of the federal Clean Air Act. and. on or after Section 2 1 1 of the feder- 
al Clean Air Act, and. on or after March 1. 1996. is used principally to 
produce gasoline that meets the California Air Resources Board stan- 
dards set forth in Title 1 3. Division 3, Chapter 3, Article 1 . Subarticle 2, 
California Code of Regulations (as in effect on February 1. 1996). 

NoTf:: Authority cited: Section 19.'i03. Revenue and Taxation Code. Reference: 
Section 17053.49, Revenue and Taxation Code. 

History 

1. New section tiled 5-1-96; operative 5-31-96 (Register 96. No. 18). 

2. Change without regulatory effect amending subsections (a) and (c) filed 
8- 1 4-97 pursuant to section 1 00, title 1 , California Code of Regulations (Regis- 
ter 97, No. 33). 

§17053.49-6. Leasing. 

(See Regulation section 17053.49-0 for Table of Contents.) 

(a) In General. For purposes of Regulations 17053.49-1 through 
17053.49-1 1 , inclusive, in the case of any leasing transaction in which 
qualified property is leased by a qualified taxpayer, the rules of this regu- 
lation shall apply. Generally, the lessor must pay California sales tax on 
the lessor's acquisition of the qualified property in order for the lessee to 
claim the credit for that item of qualified property. Conversely, the lessee 
cannot claim the MIC for an item of property where the lessor acquired 
the qualified property without paying California sales or use tax and the 
lessor instead collects use tax payments from the lessee measured by the 
lessee's rental payments to the lessor. The determination of whether the 
rules in subsection (b) or subsection (c) of this regulation apply shall be 
made by reference to the sales and use tax treatment of the lease, rather 
than the income tax treatment of the lease. Thus, for example, a lease of 
qualified property that would be treated as a finance lease under income 
tax principles may still be treated as an operating lease under this regula- 
tion. In addition, under California sales and use tax law, a transaction de- 
nominated as a lease will instead be treated as a sale under a security 
agreement if the lease contains a nominal option price. For this purpose, 
California sales and use tax law generally treats the option price as nomi- 
nal if it does not exceed the lesser of $100 or 1 percent ofthe total contract 
price. 

EXAMPLE 1: X, a leasing company, agrees to lease qualified property 
to Y, a qualified taxpayer, for use in Y's manufacturing facility in Garden 
Grove. Under the terms of the lease, X will lease the property to Y for 
$100 per year for a term of 10 years. Upon the expiration ofthe lO-year 
lease term, Y has an option to acquire the property for $1. Under these 
facts, the "lease" would be properly treated as a sale under a security 
agreement from its inception and not as a lease under Revenue and Taxa- 
tion Code Section 6006.3 and California State Board of Equalization 
Regulation 1660 (a) (2) (A), Title 18, California Code of Regulations so 
that the rules of subsection (c) of this regulation would apply. 

EXAMPLE 2; Assume the same facts as in EXAMPLE 1, except that 
Y's option price is $1 25, or 12.5% ofthe total contract price. Under these 
facts, notwithstanding that the "lease" may be treated as a finance lease 
(and thus as a "purchase") for California income tax purposes, under Cal- 
ifornia sales and use tax law the "lease" would generally be treated as a 
lease and the rules of subsection (b) of this regulation would apply. 

( 1 ) Lessor Not Entitled to MIC. A lessor of qualified property is never 
entitled to claim the MIC with respect to any item of qualified property 
it leases to another party, regardless of whether the lessor is otherwise a 
qualified taxpayer. 

(2) Binding Contract Rides Applicable to Leases. In the case of any qu- 
alified property leased pursuant to any agreement or contract that is 
treated as a binding contract under the rules of subsection (e) of Regula- 



tion 17053.49-4, the allocation rules of subsection (e) of Regulation 
17053.49-4 shall apply in determining the amount ofthe qualified cost 
to the lessor upon which the lessee is entitled to claim the MIC. For this 
purpose, if a lessor acquires qualified property under the terms of a con- 
tract that is treated as a binding contract with respect to the lessee (or a 
party related to the lessee within the meaning of Internal Revenue Code 
Sections 267 or 3 1 8), then any payments or reimbursements made by the 
lessor, directly or indirectly in the form of a reduction in the amount of 
lease rental payments to be paid by the lessee under the lease, upon or as 
a result ofthe lessor's assumption of the lessee's obligations under the 
binding contract, shall be treated in the same manner as if the lessor had 
not assumed the lessee's obligations under the contract. Finally, in any 
case where a lessor has acquired property prior to January 1, 1994. and 
thereafter leases such property, the qualified cost to the lessor upon 
which the lessee would be entitled to claim the MIC would generally be 
zero (assuming the lessor has not paid otherwise qualified costs after Jan- 
uary 1, 1994, to improve or otherwise modify the leased property, in 
which case the lessor would have qualified costs to the limited extent of 
such post- 1993 amounts that were paid). 

EXAMPLE 1: D, a qualified taxpayer, is engaged in the business of 
manufacturing medical and surgical instruments and apparatus in Sacra- 
mento. On September 20, 1 993, D enters into a contract with X to acquire 
3 machines that are qualified property for a total contract price of $900. 
Under the terms of the contract, D makes a non-refundable deposit to X 
of $ 150 upon execution of the contract, with an additional $150 due on 
July 1 , 1994, and the final payment of $600 payable upon delivery ofthe 
machines on February 15, 1995. Assume that this contract is treated as 
a binding contract under subsecUon (e) of RegulaUon 17053.49-4. On 
January 15, 1995, D decides that it would prefer to instead lease the ma- 
chines, so D enters into a contract with L, an equipment leasing company, 
under which L will (i) assume D's obligations under D's contract with X, 
(ii) lease the qualified property to D for a term of 10 years, and (iii) refund 
to D the $300 in payments that D has previously made to X. Assume that 
L will pay California sales tax on its purchase of the qualified property 
from X. Under these facts, L will be treated as having $750 in qualified 
costs for which D will be entitled to claim the MIC. which is the total 
amount treated as paid by L after January 1 . 1 994 ($600 paid directly by 
L to X under X's contract with D. plus $150 paid by L to D as reimburse- 
ment for D's payment on July 1. 1994, but excluding the $150 paid by 
D to X prior to January 1 , 1994). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
instead of L agreeing to refund the $300 in payments that D has previous- 
ly made to X, L instead reduces the amount of the rental payments to be 
due from D under the lease. Under these facts, the result is the same as 
in EXAMPLE 1. 

(3) Special Rule Applicable to All Leasing Transactions — "Placed in 
Service". In the case of any leasing transaction, the requirement that qu- 
alified property must be placed in service in California in order for a qual- 
ified taxpayer to claim the MIC shall be treated as having been satisfied 
at the time when all the terms and conditions of the lease contract have 
been completed so that the lessee has an unconditional obligation to pay 
all rents due under the contract to the lessor of the qualified property. 
However, notwithstanding the preceding sentence, the requirements of 
subsecUon (b) (3) of Regulation 17053.49-5 that property be used in an 
activity described in Division D ofthe SIC Manual and subsection (b)(4) 
of Regulation 17053.49-5 that property be primarily used in a qualified 
activity must still be satisfied in order for a lessee to claim the MIC. 

EXAMPLE: On July 1 , 1 995, A, a qualified taxpayer, enters into a con- 
tract to lease a printing process from B, an equipment leasing company, 
for use in A's manufacturing facility in Roseville. Under the terms ofthe 
lease contract, A's rental obligations commence at the beginning ofthe 
month following the date that A provides B with a written statement that 
the printing press has been received from C. the original manufacturer of 
the printing press, and that the printing press has been installed and is in 
good working order (e.g., A provides a Certificate of Acceptance to B). 
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On January 15, 1996, A executes and delivers the required written state- 
ment to B. Under these facts. A is treated as having satisfied the "placed 
in service" requirement as of February 1, 1996, and, assuming all other 
requirements of Revenue and Taxation Code Section 1 7053.49 have 
been satisfied, A is entitled to claim the MIC. 

(b) Operating Leases. In the case of any lease that is not treated as a 
sale under Part 1 (commencing with Section 6001 ) of Division 2 of the 
Revenue and Taxation Code (relating to the payment and collection of 
California sales and use tax), the rules set forth in this subsection of this 
regulation shall apply. Any lease subject to the rules of this subsection 
of this regulation shall be referred to in this regulation as an "operating 
lease." 

(1) In General. Under Revenue and Taxation Code Section 
6006(g)(5). a lease of tangible personal property is generally treated as 
a sale for California sales and use tax purposes, unless the tangible per- 
sonal property is leased in substantially the same form as acquired by the 
lessor or leased in substantially the same form as acquired by the transfer- 
or and the lessor or transferor has paid sales tax reimbursement or has 
paid use tax measured by the purchase price of the property. 

EXAMPLE: L, a taxpayer engaged in the equipment leasing business, 
purchases 20 machine tools for $10 from P, a retailer of machine tools 
located in Merced. L intends to immediately lease the machine tools, 
without modification, to X, a qualified taxpayer engaged in the business 
of manufacturing ferrous and nonferrous metal doors and door frames in 
Visalia, for a term of 10 years. L pays California sales tax on its purchase 
of the machine tools, and then leases the machine tools to X. Assume that 
X does not have an option to purchase the machine tools upon the expira- 
tion of the lease term. Since L has paid California sales tax on its purchase 
of the machine tools and then leased the property in substantially the same 
form as acquired, L's lease to X is not treated as a sale under Revenue and 
Taxation Code Section 6006(g)(5) and the rules of this subsection of the 
regulation apply. 

(2) Applicable Requirements. In the case of an operating lease, the fol- 
lowing requirements must be satisfied in order for the lessee to claim the 
MIC. 

A. Lessee Must Be a Qualified Taxpayer. The requirement under Reg- 
ulation 1 7053.49-3 that the user of the qualified property must be a quali- 
fied taxpayer shall be applied to the lessee and not to the lessor. 

B. Use of Property in a Qualified Activity. The requirement under sub- 
section (b)(4) of Regulation 17053.49-5 that property be used in a quali- 
fied activity in order to be treated as qualified property shall be applied 
to the lessee and not the lessor with respect to the property that is the sub- 
ject of an operating lease. 

C. Sales or Use Tax Payment Requirement. Except as provided in sub- 
sections (b)(3)(B) or (b) (5) (B) of this regulaUon (relating to capitalized 
labor), the lessor must pay California sales tax reimbursement or Califor- 
nia use tax on the lessor's construction, reconstruction or acquisition of 
the qualified property. In any case where the lessor's acquisition of the 
qualified property is pursuant to a transaction treated as either an occa- 
sional sale under Revenue and Taxation Code Section 6006.5 or as a sale 
of mobile transportation equipment (as defined in Revenue and Taxation 
Code Section 6023), the requirement of this subsection of this regulaUon 
shall be satisfied only if the lessor makes a fimely election under either 
Revenue and Taxation Code Section 6094. 1 or 6244(d) and pays Califor- 
nia sales tax reimbursement or Cahfomia use tax with respect to the les- 
sor's acquisition or the qualified property. 

D. Qualified Costs. The requirement that costs, in order to be treated 
as qualified costs, must be paid or incurred for the "construction, recon- 
struction, or acquisition" of qualified property shall not apply to the les- 
see's lease rental payments. Thus, for example, although a lessee may, 
under the lessee's method of California tax accounting, currently deduct 
its lease rental payments, the lessee will still be entitled to claim the MIC 
if the other requirements of tliis subsection of this regulation are satisfied. 
However, the rules of Regulation 17053.49-4, including the rules relat- 
ing to the allocation of costs paid or incurred pursuant to binding con- 



tracts, shall apply in determining the amount of qualified costs of the les- 
sor upon which the lessee may determine its MIC. 

E. Chargeable to Capital Account. The requirement that costs, in order 
to be treated as qualified costs, must be properly chargeable to the capital 
account of the qualified taxpayer shall not apply to the lessee's lease rent- 
al payments. Thus, for example, although a lessee may, under the lessee's 
method of California tax accounting, currently deduct lease rental pay- 
ments, the lessee will still be entitled to claim the MIC if the other require- 
ments of this subsection are satisfied. 

(3) Amount of MIC Ij's.see May Claim. In general, a lessee under an 
operating lease is entitled to claim the MIC at the same time and in the 
same amount as if such lessee had instead constructed, reconstmctcd. or 
acquired the qualified property other than by lease. 

A. Qualified Cost to lessor. Except as provided in subsec- 
tion (b) (3) (B) of this regulation, the qualified cost to the lessor upon 
which the lessee is entitled to claim the MIC is generally equal to the pur- 
chase price amount on which California sales tax reimbursement or use 
tax has been paid by the lessor. Thus, for example, if a lessor pays $ 1 00 
for an item of qualified property, plus $8 in California sales tax reim- 
bursement on such item, the qualified cost to the lessor would be $100. 

B. Exception For Capitalized Ijubor. The qualified cost to the lessor 
under subsection (b) (3) (A) of this regulation shall also include any capi- 
talized labor that is directly allocable to the lessor's construcfion. recon- 
struction, or acquisition of the qualified property. Thus, for example, as- 
sume a lessor pays $100 for an item of qualified property, with $25 of 
such amount properly treated as directly allocable capitalized labor costs 
that are exempt from California sales or use tax. While the lessor would 
pay only $6 (87r of $75) in California sales tax reimbursement on the les- 
sor's purchase of the qualified property, the qualified cost to the lessor 
under the subsection of tliis regulation would be equal to $100 ($75 + 
$25). 

(4) Special Rules for Operating Leases. The following special rules 
apply to any lease that is treated as an operating lease under this regula- 
tion. 

A. Transitional Election. In the case of any operating lease entered 
into on or after January 1 , 1 994, and on or before September 22, 1 994 (the 
effecdve date of SB 676. Stats. 1994. Ch. 751), the lessor under such 
lease may make the election to pay California use tax on its acquisition 
of the qualified property by paying an use tax measured by the purchase 
price of the property to the lessor and reporting the tax on the sales and 
use tax return of the lessor for the fourth calendar quarter of 1 994. In com- 
puting the amount of use tax due from the lessor under this subsection of 
this regulation, any use tax collected and previously remitted by the les- 
sor with respect to the lessee's rental payments under the lease shall be 
credited against the lessor's use tax liability under this subsecUon of this 
regulation. 

EXAMPLE: T. a taxpayer engaged in the equipment leasing business 
in Oakland, acquires seven aluminum die-castings for $250 from S, a 
manufacturer of die-castings in Albany, on February 1. 1994 (assume 
that the purchase by T is not pursuant to a binding contract). T delivers 
a resale certificate to S and does not pay any California sales or use tax 
on T's purchase. T immediately leases the aluminum die castings to V, 
which is a qualified taxpayer engaged in manufacturing automatic screw 
machine products in Alameda, and T commences collecting the use tax 
on V's $5 monthly rental payments and remitting the use tax amounts on 
its quarterly return filed with the California State Board of Equalization. 
During the fourth quarter of 1994, T decides to make the election pro- 
vided under subsection (b) (4) (A) of this regulation. On its fourth quarter 
1994 California sales and use tax return, T would compute and remit its 
California use tax liability on its purchase of the aluminum die-castings 
based upon T's original $250 purchase price. T would receive a credit 
against T's use tax liability for any use tax previously remitted with re- 
spect to V's monthly lease rental payments. 

B. Limitation on Qualified Costs. In determining a lessor's qualified 
cost under the rules of this subsection of this regulation, the allocation 
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rule specified in Regulation 17053.49-4 shall apply to any costs actually 
paid hy the lessor (or treated as paid by the lessor under the rules in this 
regulation) pursuant to a contract that was binding on January 1, 1994. 
Thus, for example, if a lessor has a binding contract to acquire qualified 
property for $100 as of January 1, 1994, and has paid a non-refundable 
deposit of $20 prior to January 1 . 1 994. and thereafter pays the remaining 
$80 purchase price, the lessor's qualified cost upon which a lessee may 
claim the MIC could not exceed $80 ($100 purchase price less $20 ac- 
tually paid prior to January 1, 1994, pursuant to a binding contract). 

C. Reduction in Qualified Cost to Lessor. In the case of any re-lease 
of qualified property by a lessor to another qualified taxpayer, the quali- 
fied cost to the lessor under subsection (b) (3) (A) of this regulation as to 
the subsequent lessee shall first be reduced by the amount of qualified 
cost taken into account by any predecessor lessee. However, the preced- 
ing sentence shall not apply to the extent that the predecessor lessee was 
required to recapture any MIC allowed to the predecessor lessee under 
the recapture rules in Regulafion 17053.49-8. 

EXAMPLE 1: L, a taxpayer engaged in the equipment leasing busi- 
ness, acquires two cranes from R, a manufacturer of cranes in Oxnard, 
for $100. L intends to immediately lease the cranes to M, a qualified tax- 
payer, for use by M in its manufacturing facility located in Ventura. As- 
sume the lease is properly treated as an operating lease under this regula- 
fion and that L pays sales tax to R of $8 (8% of $100) at the fime of L's 
purchase. Under these facts, M will be enfitled to claim a $6 MIC (6% of 
$100) since L"s qualified cost is $100. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
at the end of the lease term L re-leases the cranes to P. a qualified taxpay- 
er, which manufactures synthetic resins and plastic materials at a facility 
in Moorpark. Under subsections (b) (3) (A) and (b) (4) (C) of this regula- 
fion, L's qualified cost upon which P may claim the MIC is zero ($0) 
since L"s qualified cost is $0 ($100 original quahfied cost to L, less $100 
qualified cost taken into account by a predecessor lessee, M, when claim- 
ing the MIC). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
M, the initial lessee, cancels the lease with L after 10 months, with L re- 
possessing the cranes. Under the facts, M would be required to recapture 
(pursuant to Regulation 17053.49-8) the enfire $6 MIC previously 
claimed by M, and L's qualified cost upon L's re-lease of the cranes to 
P would be $100 ($100 original qualified cost to L, less $100 qualified 
cost taken into account by a predecessor lessee, M, plus $100 of qualified 
cost recaptured upon M's cancellation of the lease with L). 

D. Qualified Cost to Successor Lessor. In any case where a successor 
lessor acquires qualified property from a lessor that is subject to a lease 
(including any qualified property that is not currenUy being leased but 
which the successor lessor intends to re-lease) in a transacfion that is not 
treated as a sale for California sales and use tax purposes, the qualified 
cost to the successor lessor for purposes of the MIC shall be reduced by 
the amount of qualified cost of the predecessor lessor that was taken into 
account by any lessee in computing a credit under the MIC. However, the 
preceding sentence does not apply in any case where the transaction in 
which the successor lessor acquires the qualified property from the pre- 
decessor lessor is treated as a sale for California sales and use tax pur- 
poses. 

EXAMPLE 7: G is engaged in the equipment leasing business. G ac- 
quires three prinfing presses from Q, a manufacturer of printing presses, 
for $300. G immediately leases the printing presses to D, a qualified tax- 
payer, for use by D in D' s newspaper publishing facility in Santa Barbara. 
Assume the lease is properly treated as an operating lease under this regu- 
lafion, and that G pays sales tax to Q of $24 ($300 x 8%) at the fime of 
purchase. Under these facts, D would be entitled to claim a MIC of $18 
(6% of $300, G's quahfied cost of the prinfing presses). Three years later 
G sells the printing presses to H, who is also engaged in the business of 
equipment leasing, for $250. Assume that G terminates its lease with D 
prior to the sale of the printing presses to H, and that H delivers a resale 
certificate to G so that H's purchase is exempt from California sales and 
use tax. Assume further that D agrees to re-lease the prinfing presses 



from H following H's acquisifion of the printing presses from G. 1) termi- 
nates its lease two years after H's purchase of the prinfing presses, and 
H then re-leases the printing presses to E in a transaction treated as an 
operating lease under this regulation, for use by E in its magazine pub- 
lishing facility in Carmel. Under these facts, H's qualified cost upon 
which E may claim the MIC is $0. ($250 paid by H to G, less $300 quali- 
fied cost taken into account by a predecessor lessee, D). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
G does not terminate its lease with D prior to G's sale of the printing pres- 
ses to H. Under California sales and u.se tax law, the sale by G to H would 
be subject to Cahfornia sales tax and H would not be entitled to deliver 
a resale cerfificate to G. As a result, assume H pays California sales tax 
reimbursement to G on the $250 purchase price. Since H has paid Califor- 
nia sales tax reimbursement to G, H's qualified cost upon which E may 
claim the MIC is $250. 

E. Acquisition by Lessee of Leased Property. In any case where a les- 
see (or any party related to the lessee within the meaning of Internal Rev- 
enue Code Secfions 267 or 3 1 8) of qualified property acquires the leased 
property from the lessor within one year of the date the qualified property 
is first used by the lessee, then the purchase of the qualified property by 
the lessee, then the purchase of the qualified property by the lessee shall 
be treated as a disposition of the property by the lessee and any MIC 
claimed by the lessee must be recaptured by the lessee under the rules of 
Regulafion 17053.49-8. However, if the lessee (or related party) pays 
California sales or use tax on the acquisifion of the qualified property. 
then the rules of Regulation 17053.49-4 shall apply to the acquisition and 
the lessee-purchaser may be enfitled to claim the MIC with respect to its 
costs of acquisition. 

EXAMPLE 1: J, a qualified taxpayer engaged in the business of man- 
ufacturing store fixtures, leases five lathes which are qualified property 
from Z, which is engaged in the equipment leasing business, for use in 
J' s manufacturing facility in Folsom. Assume J's lease is treated as an op- 
erafing lease under this regulafion. and that J has claimed the MIC. Nine 
months after J first uses the lathes, J exercises an option under the lease 
to acquire the lathes from Z for their fair market value. Under the rules 
of this regulation, and Regulafion 17053.49-8, J would be required to re- 
capture any MIC claimed by J. However, if J paid California sales or use 
tax on the purchase of the lathes, then J may have qualified costs on J's 
purchase from Z under the rules of Regulafion 17053.49^. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
K, a partnership that is related to J, instead purchases the lathes from Z. 
Under the rules of this regulafion, since K is related to J under Internal 
Revenue Code Section 267, K's acquisifion of the lathes will be treated 
as a disposifion by J of the qualified property and J will be required to re- 
capture the MIC. If K confinues to lease the lathes to J, then the rules of 
subsecfion (b)(4)(D) of this regulation shall apply in determining wheth- 
er K will have qualified cost in the lathes upon which J may claim a MIC 
upon K's acquisition of the lathes. On the other hand, if K cancels the 
lease with J (assuming K may legally do so) and uses the lathes in a quali- 
fied activity conducted by K, then, assuming K has paid California sales 
or use tax on its acquisition, K may have qualified costs under the rules 
of Regulafion 1 7053 .49^ assuming K continues to use the lathes in a qu- 
alified acfivity instead of re-leasing the lathes. 

(5) Sale-Leaseback Transactions. In the case of any sale-leaseback 
transacfion, the following rules shall apply: 

A. General Rule. Except as provided in subsecfion (b) (5) (B) of this 
regulation, in the case of any sale-leaseback transaction in which a lessor 
does not pay California sales or use tax upon acquisition of an item of qu- 
alified property, the qualified cost to the lessor upon which the lessee 
would be entiUed to claim the MIC shall be zero. 

EXAMPLE: On January 15, 1994, F, a qualified taxpayer engaged in 
the business of manufacturing electric lamps, purchases three glass 
grinders that are qualified property from Y, the manufacturer of the glass 
grinders. Y collects California sales lux on ihe purchase by F. On January 
30, 1994, F places the three grinders in service in its manufacturing facil- 
ity in Crescent City. On May 15,1 994, G, which is engaged in the equip- 
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ment leasing business, purchases the three grinders from F and immedi- 
ately leases them back to F. Under the rules of this regulation, and 
Regulation 17053.49-8, F would be required to recapture any MIC 
claimed by F. In addition, since this transaction would not be treated as 
an "acquisition sale and leaseback" under Revenue and Taxation Code 
Section 6010.65, G must pay California sales or use tax on G's purchase 
of the grinders in order for F to claim any MIC under the rules of this regu- 
lation. If G delivers a resale certificate upon its acquisition of the grind- 
ers, so that G does not pay California sales or use tax upon G's acquisition 
of the grinders, then no MIC could be claimed by F upon F's lease of the 
grinders from G. 

B. Acquisition Sale and Leaseback. In the case of any transaction that 
is properly treated as an "acquisition sale and leaseback" under Revenue 
and Taxation Code Section 6010.65, the requirement of subsection 
(b) (2) (C) of this regulation (relating to payment of California sales or 
use tax) shall be deemed satisfied by the lessor. If a transaction is treated 
as an "acquisition sale and leaseback" under this subsection of this regu- 
lation, then the qualified cost to the lessor under subsection (b) (3) (A) 
of this regulation shall be equal to the amount upon which the lessee paid 
California sales or use tax, plus any capitahzed labor costs determined 
under subsection (b) (3) (B) of this regulation. However, the rules of this 
subsection of this regulation shall only apply if, and to the extent that, the 
costs originally incurred by the lessee to acquire, construct, or recon- 
staict the qualified property were treated as qualified costs under Regula- 
tion 17053.49-4. 

EXAMPLE 1: On December 1 , 1995, P, a calendar year qualified tax- 
payer engaged in the business of manufacturing soap and other deter- 
gents, purchases and immediately places in service two mixing tanks that 
are qualified property from Z, the manufacturer of the mixing tanks. Z 
collects sales tax on the purchase by P. On January 15, 1996, R, which 
is engaged in the equipment leasing business, purchases the two mixing 
tanks from P and immediately leases them back to P. Since R's acquisi- 
tion and leaseback occurs within 90 days of P's first functional use of the 
mixing tanks, and assuming the other requirements of Revenue and Tax- 
ation Code Section 6010.65 are satisfied, P's sale to R and R's leaseback 
to P are treated as an "acquisition sale and leaseback" under Revenue and 
Taxation Code Section 6010.65 and the rules of subsection (b)(5)(B) of 
this regulation would apply. Under the rules of this regulation, and Regu- 
lation 1 7053.49-8, P would be required to recapture any MIC claimed on 
P' s 1 995 California return. However, R would be "deemed" to have paid 
California sales or use tax upon R's acquisition of the mixing tanks from 
P, and P would be entitled to claim an MIC on its 1996 California return 
in an amount equal to R's qualified cost, as determined under subsections 
(b) (3) (A) and (b) (3) (B) of this regulation. For this purpose, R's quali- 
fied cost could not exceed P's qualified cost determined under Regula- 
tion 17053.49-4. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
P purchases and places the mixing tanks in service on December 1, 1993, 
and R purchases the mixing tanks from P and immediately leases them 
back to P on January 15,1 994. Under these facts, even though the trans- 
action would be treated as an "acquisition sale and leaseback" under Rev- 
enue and Taxation Code Section 6010.65, since P's qualified cost under 
Regulation 17053.49^ would be equal to zero, R's qualified cost under 
this regulation would similarly be equal to zero, and thus no MIC would 
be allowed to R. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1 , except that 
P purchased the mixing tanks under a contract that was treated as a bind- 
ing contract under the rules in Regulation 17053.49-4. Assume further 
that 25 percent of P's total cost for the mixing tanks was actually paid 
prior to January 1, 1994, so that P's qualified cost for the mixing tanks 
was equal to 75 percent of the total cost of the tanks. Under these facts, 
since P's qualified cost under Regulation 17053.49-4 would be equal to 
75 percent of P's total cost for the mixing tanks, R's qualified cost under 
this regulation could not exceed the amount of P's qualified cost, irre- 
spective of the total amount paid by R to P to purchase the mixing tanks. 



(6) Lessor Reporting Requirement. In the case of any lease treated as 
an operating lease under this regulation, the lessor shall provide the les- 
see with a statement within 45 days after the close of the lessee's taxable 
year for which the MIC is allowable to the lessee. This statement shall 
contain the amount of the lessor's qualified cost (as calculated under this 
regulation) upon which the lessee is eligible to compute the MIC and the 
amount of such qualified cost upon which the lessor has paid California 
sales or use tax. For purposes of providing tliis statement only, if a lessor 
is legally obligated to remit California sales or use tax with respect to its 
acquisition of qualified property, but has not yet remitted such amounts 
solely due to timing differences between the lessor's California sales and 
use tax return filing period and the lessee's taxable year, then the lessor 
may treat the amounts upon which the California sales or use tax liability 
arises as "qualified costs to the lessor." The statement required by this 
subsection of this regulation should not be filed with the lessee's tax re- 
turn for the taxable year, but shall instead be made available to the Fran- 
chise Tax Board upon request. 

(c) Finance Leases. In the case of any leasing transaction that is treated 
as a sale under Part 1 (commencing with Section 6001) of Division 2 of 
the Revenue and Taxation Code (relating to the payment and collection 
of California sales and use tax), the rules set forth in this subsection of 
this regulation shall apply. Any lease subject to the rules of this subsec- 
tion of tills regulation shall be referred to in this regulation as a "finance 
lease." 

(1) In General. Under Revenue and Taxation Code Section 
6006(g)(5), a lease of tangible personal property is generally treated as 
a sale for Cahfornia sales and use tax purposes, unless the tangible per- 
sonal property is leased in substantially the same form as acquired by the 
lessor or leased in substantially the same form as acquired by the transfer- 
or and the lessor or transferor has paid sales tax reimbursement or has 
paid use tax measured by the purchase price of the property. If the lease 
is not treated as a sale under Revenue and Taxation Code Section 
6006(g)(5), then the rules of subsection (b) of this regulation apply. 

(2) Applicable Requirements. In the case of a finance lease, the follow- 
ing requirements must be satisfied in order for the lessee to claim the 
MIC. 

A. Lessee Must Be a Qualified Taxpayer. The requirement under Reg- 
ulation 1 7053 .49-3 that the user of the qualified property must be a quali- 
fied taxpayer shall be applied to the lessee and not to the lessor. 

B. Use of Property in a Qualified Activity. The requirement under sub- 
section (b)(4) of Regulation 17053.49-5 that property be used in a quali- 
fied activity in order to be treated as qualified property shall be applied 
to the lessee and not the lessor with respect to the property that is the sub- 
ject of a finance lease. 

C. Sales or Use Tax Payment Requirement. Except as provided in sub- 
section (d) of Regulation 17053.49-4 (relating to capitalized labor), ei- 
ther the lessor or the qualified taxpayer must pay California sales tax re- 
imbursement or California use tax on the lessee's purchase of the 
qualified property in order for the MIC to be allowed to the lessee. In the 
case of an "occasional sale" under Revenue and Taxation Code Section 
6006.5, the lessee may satisfy the requirement of this subsection of this 
regulation by remitting the California sales or use tax on the lessee's pur- 
chase of the qualified property (assuming that under California sales and 
use tax law the lessor does not have a legal obligation to remit such 
amounts). 

D. Qualified Costs. The requirement that costs, in order to be treated 
as qualified costs, must be paid or incurred for the "construction, recon- 
struction, or acquisition" of qualified property shall be applied by substi- 
tufing the term "purchase" for the term "construcfion, reconstrucfion, or 
acquisition." Since under general income tax principles a finance lease 
is treated as a purchase, the lessee's "lease rental payments" are treated 
as payments of the purchase price of the qualified property and would 
thus satisfy the "purchase" requirement. However, the lessee under such 
a lease would be obligated to pay California sales or use tax at the time 
the lease became effective, so that the lessee would be allowed the entire 
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MIC on such lease in the year the lease became effective. On the other 
hand, if a lease is not properly treated as a finance lease under general in- 
come tax principles, then the "purchase" requirement would not be satis- 
fied. 

E. Chargeable to Capital Account. The requirement that costs, in order 
to be treated as qualified costs, must be properly chargeable to the capital 
account of the qualified taxpayer shall apply to the lessee's lease rental 
payments. 

(3) Amount of MIC lessee May Claim. In general, a lessee under a fi- 
nance lease is entitled to claim the MIC at the same time and in the same 
amount as if such lessee had instead constructed, reconstructed, or ac- 
quired the qualified property other than by lease. 

NOTh; Authority cited: Section 1950."^, Revenue and Taxation Code. Reference: 
Section 1705.'^.49, Revenue and Taxation Code. 

History 
1. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 



2. Change without regulatory effect amending subsection (c)(2)C. filed 7-5-2000 
pursuant to section 100, title 1 , California Code of Regulations (Regi.ster 2000, 
No. 27). 



§17053.49-7. Reserved. 

§17053.49-8. Recapture Rules. 

(See Regulation Section 17053.49-0 for Table of Contents.) 

(a) In Gei2eral. The MIC shall not be allowed or shall be recaptured 
under the rules of this regulation in any case where a disposition occurs 
within one year or less of the date the qualified property is first placed in 
service in this state. 

(b) Disposition. For purposes of this regulation, the term "disposition" 
shall include any of the following events: 

(1) Removal of the qualified property from this stale; 
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(2) Disposition of the qualified property to any party that is not a re- 
lated party (as defined in Internal Revenue Code Sections 267, 318 or 
707), whether by sale, gift, a transfer upon the foreclosure of a security 
interest, or otherwise; 

(3) Use of the qualified property by the qualified taxpayer primarily 
in any non-qualified activity; or 

(4) Acquisition by a lessee (or any party related to the lessee under In- 
ternal Revenue Code Sections 267 or 318) of qualified property that is 
being leased by such lessee. 

However the term "disposition" shall not include any of the following 
events: 

A. a mere transfer of legal title to a creditor upon creation of a security 
interest; 

B. a transfer by a qualified taxpayer of legal title to qualified property 
to a lessor where the lessor is not treated as the tax owner of such property 
and the lease is properly characterized as a financing transaction under 
California income tax principles; 

C. any election by a C corporation to become an S corporation; or 

D. any destruction of qualified property which qualifies as an involun- 
tary conversion under Section 1033 of the Internal Revenue Code. 

(c) Disposition of Qualified Property During the Taxable Year Placed 
in Sei-vice. In any case where there is a disposition of qualified property 
during the same taxable year in which such qualified property is first 
placed in service in this state, no MIC shall be allowed to the qualified 
taxpayer for the taxable year in which the qualified property is placed in 
service. 

EXAMPLE: H, a qualified taxpayer, files its California tax returns us- 
ing a fiscal year ending on September 30th. On March 1, 1996, H pays 
$700 (plus California sales tax) for 10 personal computers and immedi- 
ately places the computers in service in H"s manufacturing facility in 
Sunnyvale. On September 1, 1996, H acquires 10 new computers (which 
are immediately placed in service in H's manufacturing facility) for $800 
(plus California sales tax) to replace the 10 computers already in service, 
and H instead uses the old computers to perform general administrative 
functions such as payroll and marketing. Under these facts, when H files 
its California tax return for its taxable year ending September 30, 1996, 
H is not entitled to claim the MIC for the 10 personal computers acquired 
on March 1, 1996, because the computers are treated as having been dis- 
posed of during the same taxable year as they were placed in service as 
a result of H's use of these computers in an activity that is not a qualified 
acdvity. However, the 10 new computers acquired on September 1, 1996, 
may qualify for the MIC for H's taxable year ending September 30, 1996. 

(d) Disposition of Qualified Property During a Taxable Year Subse- 
quent to the Taxable Year Placed In Sen'ice. In any case where there is 
a disposition of qualified property within one year of the date that such 
qualified property is first placed in service in this state, but such disposi- 
fion occurs in a different taxable year than the year in which the qualified 
property is placed in service in this state, then any MIC that was allowed 
with respect to the qualified property shall be recaptured by adding the 
recaptured MIC to the tax of the qualified taxpayer for the taxable year 
during which the disposition occurs (except as provided in subsection (e) 
of this regulation). 

EXAMPLE: F, a qualified taxpayer, files its California tax returns us- 
ing a fiscal year ending on September 30th. On August 15, 1996, F ac- 
quires 20 new computers for $600 (plus California sales tax) and immedi- 
ately places the computers in service in H's manufacturing facility in 
Glendora. On May 15, 1997, F removes the 20 computers from F's man- 
ufacturing facility in Glendora and transports them for use in F's New 
Mexico manufacturing facility. Assuming F had been allowed a MIC on 
its taxable year ending September 30, 1996, California tax return for the 
computers acquired on August 1 5, 1 996, F must recapture the entire MIC 
allowed by adding such amount to F's tax for its taxable year ending Sep- 
tember 30, 1997. 

(e) Adjustment of Carryforwards when Disposition Occurs. In any 
case where a qualified taxpayer is required to recapture any previously 



allowed MIC under the rules of this regulation, then, prior to the addition 
of any recaptured amounts to the tax under subsection (d) of this regula- 
tion, any outstanding MIC carryforwards shall first be reduced to the ex- 
tent necessary to fully absorb the recapture amount. Any recapture 
amount remaining after application of the preceding sentence shall be 
added to the tax under the rules of subsection (d) of this regulation. 

EXAMPLE 1: On May 1, 1999, within one year of placing qualified 
property in service in this state, K disposes of qualified property for 
which a $150 MIC was previously allowed. Under the rules of this regu- 
lation, K is required to recapture the entire $150 MIC. Assume K had 
$400 in MIC carryforwards that were available for use in 1999. Under 
these facts, K would reduce its available MIC carryforwards to S25() 
($400 minus $150). Since no additional recapture amount remains, K is 
not required to increase its tax for 1999 to reflect the $150 recapture 
amount. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
instead of $400 in available MIC carryforwards, K had only $100 in 
available MIC carryforwards. Under these facts, K would first reduce its 
available MIC carryforwards to zero, and would then increase its tax for 
1999 by $50 ($150 recapture amount less $100 used to reduce available 
MIC carryforwards). 

(f) Recapture of MIC Allowed to Pass-Through Entities. 

(1) Partnerships and Partners. If a partnership places qualified prop- 
erty in service in this state, claims the MIC to the extent of the qualified 
costs paid or incurred, and thereafter removes the qualified property from 
this state, disposes of the qualified property to an unrelated party, or pri- 
marily uses the property for a purpose not qualifying for the MIC, then 
the MIC shall be recaptured under Revenue and Taxation Code Section 
17053.49(g) and this regulation. The amount of MIC subject to recapture 
shall be allocated among the partners in the same raUo that the MIC was 
allocable to each partner for the qualified property subject to the recap- 
ture, and shall be added to the "net tax" of the partner for the taxable year 
in which the qualified property is disposed of, removed from this state, 
or put to a non-qualifying use. 

EXAMPLE 1: Assume that C and D are equal partners of M, a partner- 
ship that is a qualified taxpayer. During M's taxable year beginning in 
1995, M is allowed a total MIC of $100. C and D each are able to utilize 
their entire 50% share of the 1995 MIC to offset their respective 1995 tax 
liabilities, so that there is no MIC carryover amount for either C or D. As- 
sume further that in 1 996, within one year of the date the qualified proper- 
ty was placed in service, M moves the qualified property to another state, 
thereby triggering a recapture of the MIC. C and D are required to recap- 
ture their distributive share of the MIC already applied to their respective 
1995 tax liabilities on their respective 1996 California tax returns by add- 
ing the recaptured MIC amounts to their respective "net tax" for 1996. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
C uses all of C's share of the MIC to reduce C's 1995 tax liability, but D 
carries over all of D's MIC to 1996. On C's 1996 California tax reUim, 
C will be required to recapture C's share of the MIC that was used to re- 
duce C's "net tax" for 1995 and D will be required to reduce its MIC car- 
ryover to zero. D will not be required to increase D's "net tax" for 1996 
by the amount of D's share of the MIC because D was unable to apply 
the amount to reduce D's tax liability for 1995. 

(2) S Corporations and Sliareholders. 

A. Corporate Level Recapture. If an S corporation places qualified 
property in service in this state, claims the MIC to the extent of the quali- 
fied costs paid or incurred, and thereafter removes the qualified property 
from this state, disposes of the qualified property to an unrelated parly, 
or primarily uses the qualified property for a purpose not qualifying for 
the MIC, then the MIC shall be recaptured under Revenue and Taxation 
Code Section 17053.49(g) and this regulafion. The amount of any MIC 
recaptured by the S corporation shall be added to the "tax" of the S corpo- 
ration imposed under Chapter 4.5 of Part 1 1 ofthe Revenue and Taxation 
Code, except that the MIC recapluvc amount added to the "lax" of the S 
corporation shall be appropriately reduced by the amount by which the 
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S corporation was required to reduce such MIC under Part 1 1 of the Reve- 
nue and Taxation Code. 

B. Pass-through of MIC Recapture to Shareholders. In any case 
where a "disposition" ofquabTied property by an S corporation occurs, 
the amount of MIC subject to recapture shall be allocated among the 
shareholders of the S corporation in the same ratio that the MIC was allo- 
cable to each shareholder for the qualified property subject to the recap- 
ture, and shall be added to the "net tax" of the shareholder for the taxable 
year in which the qualified property is disposed of, removed from this 
state, or put to a non-qualifying use. 

EXAMPLE: Assume that Q, an S corporation with three equal share- 
holders (E, F, and G), is allowed a MIC in 1995 that Q is fully able to uti- 
lize to reduce Q's \.59c S corporation tax liability. Assume further that 
E, F, and G each claims a one-third ( 1/3) share of the MIC allowed to Q, 
and that each shareholder is able to utilize their entire distributive share 
of this MIC on their respective 1995 California tax returns. In 1996, with- 
in one year of the date the qualified property was placed in service in Cali- 
fornia. Q sells the property to an unrelated party. Under these facts, Q. 
E, F, and G must each recapture the MIC allowed and claimed by each 
on their respective 1995 California tax returns by adding such recapture 
amount to their 1996 respective California "tax" or "net tax," as the case 
may he. 

(g) Recapture of MIC Allowed in 1994 or 1995 But Deferred Until Qu- 
alified Taxpayer's First Taxable Year Beginning on or after Januaiy 1, 
1995. In the case of any qualified costs paid or incurred with respect to 
qualified property that is placed in service in 1994 or 1995 for which the 
MIC is allowed but deferred under the rules of subsection (b) of Regula- 
tion 17053.49-1, the one year period for which any disposition of such 
property shall trigger recapture of the MIC (as described in subsection (a) 
of this regulation) shall commence on the date that the qualified property 
is first treated as placed in service in this state by the qualified taxpayer. 
Any MIC required to be deferred under the rules of subsection (b) of Reg- 
ulation 17053.49-1 shall be first offset against any MIC recapture 
amount (in the same manner as MIC carryforwards are offset under the 
rules of subsection (e) of this regulation) prior to being claimed on the 
qualified taxpayer's California tax return for its first taxable year begin- 
ning on or after January 1, 1995. 

EXAMPLE!: D, a qualified taxpayer, pays or incurs qualified costs for 
qualified property that is placed in service in this state on June 1, 1994. 
However, under subsection (b) of Regulation 17053.49-1, D may not 
claim the MIC for these qualified costs until D files its California tax re- 
turn for D's first calendar or fiscal year beginning on or after January 1 . 
1995. On May 1, 1995, D removes the qualified property to Nevada, 
thereby triggering a recapture of the MIC allowed to D for its 1994 quali- 
fied costs. When D files its calendar year 1995 California tax return on 
March 15, 1996, D may not claim the MIC with respect to the qualified 
property D placed in service on June 1, 1994. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
D instead removes the qualified property to Nevada on June 2, 1995. In 
this situation, no recapture is triggered by the removal because the dispo- 
sition occurs more than one year after the property was placed in service 
in this state by D. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.49, Revenue and Taxation Code. 

History 

1. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 

§17053.49-9. MIC Carryforwards. 

(See Regulauon Secfion 17053.49-0 for Table of Contents.) 
(a) In General. In any case where the MIC exceeds the "net tax," the 
excess may be carried forward to reduce the net tax in the following year, 
and succeeding years, as follows: 

(1) Except as provided in subsection (a)(2) of this regulation and sub- 
section (c) of this regulation, for the eight taxable years succeeding the 
taxable year for which the MIC is allowed, if necessary, until the credit 
is exhausted. 



(2) Except as provided in subsection (c) of this regulation, in the case 
of any small business, for the ten taxable years succeeding the taxable 
year for which the MIC is allowed, if necessary, until the credit is ex- 
hausted. 

Except as provided in this regulation, the amount of MIC that may be 
carried over to the following year, and succeeding years, including carry- 
forwards from any and all prior years, is not limited. 

(b) Small Business Determination Made as of the Last Day of the Ta.\- 
ahle Year for Which the MIC is Allowed. Except as pro\ided in subsec- 
tion (c) of this regulation, the determination of which carryforward peri- 
od shall apply shall be made as of the last day of the qualified taxpayer's 
taxable year for which the MIC is allowed. 

EXAMPLE 1: Assume that as of the last day of its 1996 taxable year 
G, a qualified taxpayer, is a "small business" for purposes of the MIC. 
During G's 1996 taxable year. G purchased a machine that was qualified 
property for $500, thereby entitling G to a $30 MIC. Assume that the en- 
tire $30 MIC exceeds the "net tax," so that G is required to carry forward 
the $30 MIC. Under these facts, G is entitled to carry forward the unused 
$30 MIC to each of its ten (10) succeeding taxable years, if necessary, 
unfil the MIC is exhausted, regardless of whether G is a small business 
in any of its succeeding taxable years. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
G purchases another machine that is qualified property in its 1 997 taxable 
year for $750, thereby entitling G to a $45 MIC. Assume that in G's 1 997 
taxable year G is no longer treated as a "small business" for purposes of 
the MIC. Assume further that the entire $45 MIC for 1997 exceeds the 
"tax," so that G is required to carry forward the $45 MIC. Under these 
facts, G is entitled to carry forward the unused $45 MIC to each of its 
eight (8) succeeding taxable years, if necessary, until the MIC is ex- 
hausted, regardless of whether G is a small business in any of its succeed- 
ing years. 

(c) Special Ride for MIC Allowed in 1994 or 1995 But Deferred Until 
Qualified Taxpayer's First Taxable Year Beginning on or after January 
1, 1995. In the case of any qualified costs paid or incurred with respect 
to qualified property that is placed in service in 1994 or 1995 for which 
the MIC is allowed but deferred under the rules of subsecfion (b) of Regu- 
lation 17053.49-1 . the carryforward period specified in subsection (a) of 
this regulauon shall commence with the qualified taxpayer's first taxable 
year beginning on or after January 1 . 1 995. However, the determinafion 
of whether the qualified taxpayer is a small business shall be made as of 
the last day of the taxable year in which the MIC is allowed, rather than 
as of the last day of the taxable year in which the MIC may first be 
claimed under subsection (b) of Regulauon 1753.49-1. 

EXAMPLE 1: Assume that as of the last day of its 1 994 taxable year 
H, a qualified taxpayer filing on a calendar year basis, is a "small busi- 
ness" for purpose of the MIC. During H' s 1 994 taxable year. H purchased 
a machine that was qualified property for $800, thereby entiUing H to a 
$48 MIC. Under the rules of subsection (b) of Regulauon 17053.49-1, 
H may not claim the credit until its first taxable year beginning on or after 
January 1, 1995. Assume that in H's 1995 taxable year the entire $48 
MIC exceeds the "net tax," so that H is required to carry forward the $48 
MIC. Under these facts, H is entitled to carry forward the unused $48 
MIC to each of its ten (10) taxable years succeeding the taxable year in 
which the credit could first be claimed (1995), if necessary, until the MIC 
is exhausted, regardless of whether H is a small business in any of its 
succeeding taxable years. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
for its 1995 taxable year H is no longer treated as a "small business" for 
purposes of the MIC. Under these facts, the result is the same as in EX- 
AMPLE 1 since the determination of whether H is a small business for 
purposes of the MIC is made as of the last day of the taxable year in w hich 
the MIC was allowed ( 1 994), rather than the last day of the taxable year 
in which the MIC could first be claimed (1995). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
for its 1994 taxable year H was not a "small business" for purposes of the 
MIC but was a "small business" for purposes of the MIC for H's 1995 
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taxable year. Under these facts, H is entitled to carry forward the unused 
MIC for the eight (8) taxable years succeeding 1995 (the taxable year in 
which the MIC could first be claimed), even though H was a small busi- 
ness in 1 995. since H was not a small business in the taxable year in which 
the MIC was allowed (1994). 

(d) Small Business. In order for a qualified taxpayer to be treated as a 
small business, it need satisfy only one of the three criteria specified in 
the definition of "small business" in subsection (t) of Regulation 
17053.49-2. Thus, for example, even though a qualified taxpayer's gross 
receipts and net assets may exceed the applicable thresholds as of the last 
day of the taxable year for which a MIC is allowed, the qualified taxpayer 
may still be treated as a small business for purposes of Regulation 
17053.49-9 if its total MIC for the taxable year is less than one million 
dollars ($1,000,000). 

(e) Carryfoj-wards for Pass-Through Entities. In the case of any MIC 
allowed to a pass-through entity, the determination of the applicable car- 
ryover period for any MIC required to be carried forward shall be made 
at the pass-through entity level. 

(f) Carryforwards Permitted After Sunset. In the event that the MIC 
is repealed under Revenue and Taxation Code Section 17053.49(i), any 
unused MIC may be carried forward, as provided above, until the unused 
MIC is exhausted. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.49, Revenue and Taxation Code. 

History 
1. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 



§ 17053.49-10. Recordkeeping Requirements. 

(See Regulation Section 17053.49-0 for Table of Contents.) 

(a) In General. For purposes of Regulations 17053.49-1 through 
17053.49-1 1, inclusive, a qualified taxpayer shall be required to main- 
tain books and records that are adequate to substantiate its entitlement to 
any claimed MIC. These books and records should be retained for as long 
as the statute of limitations on assessment for the taxable year for which 
the MIC was allowed remains open, and, in the case of any MIC that is 
being carried forward, for the additional number of years that the actual 
carryforward of such MIC occurs. 

(b) Books and Records. The books and records maintained by the qual- 
ified taxpayer should be sufficient to clearly establish all necessary facts 
which affect the allowance and amount of the MIC. For this purpose, "ad- 
equate" recordkeeping depends upon the sufficiency of the information 
contained in the documentation. In many cases, the books and records 
normally maintained for California income tax purposes will be adequate 
substantiation for the MIC. 

EXAMPLE 7: X, a qualified taxpayer, claims a MIC for the purchase 
of 100 computers to be used in X's manufacturing facility in West Los 
Angeles. Assume the computers were purchased from a mail order retail- 
er located in South Dakota. If X has only retained the original invoice and 
a cash disbursements journal, neither of which reflect that California 
sales or use tax was paid by X, then the invoice would not be sufficient 
to establish that California sales or use tax was paid on the computers. 
However, if X has retained a copy of a fimely filed California use tax re- 
turn that clearly demonstrates that California use tax was paid by X with 
respect to the computers, then X would be treated as having paid or in- 
curred qualified costs. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
X intends to use 20 of the computers for general administrative funcfions 
such as payroll and marketing. In addidon to the records necessary to es- 
tablish that California sales or use tax was paid, X should also retain a 
copy of the purchase contract containing a detailed list of the computers 
by model number so that X can establish which of the computers are be- 
ing used in a qualified activity and which are not being used in a qualified 
activity. 

{c) Affidavit Regarding Sales and Use Tax. For purposes of this regula- 
tion only, in the case of any lump sum or turn key contract, the require- 
ment that California sales or use tax be paid may be established by refer- 



ence to bids, contracts or affidavits from the contractor. For purposes of 
determining whether California sales or use tax has been paid, directly 
or indirectly by the contractor, when it is not a separately stated contract 
amount, a qualified taxpayer shall be entitled to rely on a written repre- 
sentation to that effect from the contractor, and California sales or use tax 
shall be deemed to have been paid in the absence of affirmative knowl- 
edge on the part of the qualified taxpayer that California sales or use tax 
was not paid. 

(d) Written Statement by Lessor to lessee. In the case of any leasing 
transaction described in subsection (b) of Regulation 17053.49-6 (relat- 
ing to operating leases), the lessor shall provide a statement to the lessee 
specifying the amount of the lessor's original cost of the qualified proper- 
ty upon which the lessee may claim the MIC and the amount of that cost 
upon which California sales or use lax was paid. This statement must be 
provided to the lessee within 45 days after the close of the lessee's taxable 
year for which the MIC is allowable to the lessee. For purposes of provid- 
ing this statement only, if a lessor is legally obligated to remit California 
sales or use tax with respect to its acquisifion of qualified property, but 
has not yet remitted such amounts solely due to timing differences be- 
tween the lessor's California sales and use tax return filing period and the 
lessee's taxable year, then the lessor may treat the amounts upon which 
the California sales or use tax liability arises as "qualified costs to the les- 
sor." This written statement should not be filed with any return of either 
the lessor or lessee, but shall instead be retained by the lessee and made 
available to the Franchise Tax Board upon request. 
NOTE; Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.49, Revenue and Taxation Code. 

History 
1. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 

§ 1 7053.49-1 1 . Miscellaneous Provisions. 

(a) Operative Dates of the MIC. The MIC shall cease to be operative 
on January 1,2001, or on the earliest January 1 thereafter, if the total em- 
ployment in this state, excluding employment in the aerospace sector, as 
determined by the Employment Development Department on the preced- 
ing January 1, does not exceed by 100,000 jobs the total manufacturing 
sector employment in this state on January 1. 1994. 

(b) Los Angeles Revitalization Zone (LARZ) Credits. Under Revenue 
and Taxation Code Section 17052.15, relating to the Los Angeles Revi- 
talization Zone ("LARZ"), in any case where a credit would be allowed 
for qualified property under both that provision and the MIC, a qualified 
taxpayer must make an election, on the return filed for each taxable year, 
as to whether to claim the MIC or the LARZ credit. Thus, a qualified tax- 
payer may not claim both the MIC and a LARZ credit for the costs of the 
same qualified property. 

(c) Election to Claim Sales and Use Tax Refund in lieu of MIC under 
Revenue and Taxation Code Section 6902.2. Under Revenue and Taxa- 
tion Code Section 6902.2, a qualified taxpayer may elect to claim a re- 
fund of a portion of the California sales and use tax paid with respect to 
qualified property from the California Stale Board of Equalization in lieu 
of claiming the MIC. Under that section, however, refunds may only be 
claimed at the times and in the amounts that the MIC could have been ac- 
mally used by the qualified taxpayer to offset its California income tax 
liability for the taxable year or years in which the refund claim is filed. 
Finally, the in-lieu election required under Revenue and Taxation Code 
Section 6902.2 shall apply to each specific item of qualified property and 
shall also include any capitalized labor costs that are directly allocable 
to such item of qualified property. 

EXAMPLE: Assume that in X's taxable year beginning in 1995, X, a 
qualified taxpayer, incurs $100 in qualified costs (none of which are at- 
tributable to directiy allocable capitalized labor) for an item of qualified 
property. Under these facts, X would be entitied to a MIC of $6 (6% of 
$100). X may generally claim the MIC on X's 1995 income tax return, 
or, under Revenue and Taxation Code Section 6902.2. X may instead 
elect to apply for a refund from the Slate Board of Equalization of the 
amount of such MIC that X could have utilized to offset X's 1 995 income 
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tax liability. Thus, for example, if X had a 1995 income tax liability of 
$3 BEFORE application of the $6 MIC, X could claim a $6 MIC, $3 of 
which is applied to X's 1995 tax liability and $3 of which is carried for- 
ward to subsequent taxable years. Similarly, X may only claim a $3 re- 
fund under Revenue and Taxation Code Section 6903.2 since this is the 
amount that "could have been used" by X to offset X"s income tax liabil- 
ity for 1995. Finally, any MIC amounts that would have been required 
to be carried forward to future taxable years may not instead be claimed 
as a refund under Revenue and Taxation Code Section 6902.2 in lieu of 
claiming the MIC. 

(d) Sales and Use Tax Exemption under Revenue and Taxation Code 
Section 6377. Under Revenue and Taxation Code Section 6377, a quali- 
fied taxpayer that is treated as a "new business" may be eligible to receive 
an exemption from California sales and use tax with respect to certain ac- 
quisitions of property (some of which may also be treated as qualified 
property under the MIC). However, Revenue and Taxation Code Section 
6377(b) (9) (C) provides that such sales and use tax exemption is not 
available with respect to any property for which the MIC is claimed. 

(e) Special Rule Applicable to Fiscal Year Taxpayers. Fiscal year tax- 
payers who paid or incurred qualified costs on or after January 1, 1994, 
and during the qualified taxpayer's taxable year beginning in 1 993, shall 
treat any such taxable year 1993 quahfied costs as 1994 qualified costs 
to be claimed on the qualified taxpayer's 1995 taxable year return. As a 
result, fiscal year taxpayers that pay or incur qualified costs during both 



their fiscal years beginning in 1993 and 1994 would treat such amounts 
as 1994 qualified costs under Regulations 17053.49-1 through 
17053.49-11, inclusive. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17053.49, Revenue and Taxation Code. 

History 
I. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 

§ 17054(a). Credit for Personal Exemptions. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253. Revenue and Taxation Code. 

History 

1 . New section tiled 9-30-75; effective thirtieth day thereafter (Register 75, No. 
40). 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 . No. 52). 

§ 17054(b). Additional Exemptions for Dependents. 

NOTE: Authority cited; Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 9-30-75; effective thirtieth day thereafter (Register 75, No. 
40). 

2. Repealer filed 12-23-8];effectivethirtiethday thereafter (Register 81. No. 52). 

§ 17054.5(a). Credits for Maintaining Certain Students As 
Members of Taxpayer's Household. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 
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History 3. Repealer filed 12-23-81; effective thirtieth day thereafter (Register 81, No. 52). 

1 . New section filed 9-30-75; effective thirtieth day thereafter (Resister 75, No. —————— ^^^ 

40). 

2.Repealerfiiedl2 23-81;effectivethirtiethdaythereafter(Regisler81,No.52). Subchapter 3. CompUtatiOII Of Taxable 



§ 17054.5(b). Definitions. 

NOTt:; Autht)rity cited: Section 19253, Revenue and Taxation Code. Reference 
Section 19253. Revenue and Taxation Code. 

History 
1 . Neu section filed 9-30-75; effective thinieth day thereafter (Reeister 75. No 
40) 



Income 



Article 1. Definitions of Gross Income, 
Adjusted Gross Income, and Taxable 

. Repealer tiled 1 2 -23-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 52). I nCOm e 



§ 1 7056. General Definition of a Dependent. § 1 7971 (a). Gross Income. 

NOTI:; Authority cited: Section 19253. Revenue and Taxation Code. Reference: ^0^^: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 

Section 19253. Revenue and Taxation Code. S^^-tion 19253, Revenue and Taxation Code. 

History Hi.story 

1 . New section filed 1 -9-76: effective thirtieth day thereafter (Register 76, No. 2). j ^ew Article 1 (Sections 1 707 1 (a) through 1 707 1 ( q ) and 1 7072 ) filed 1 1 -1 3-62; 

2. Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81, No. 3). effective thirtieth day thereafter (Register 62, No. 23). 

,. . 2. Repealer filed 1-15-81 ; effective thirtieth day thereafter (Regi.ster 81, No. 3). 

§ 17057. Rules Relating to General Definition of 

Dependent. § 17071(b). Compensation for Services, Including Fees, 

NOTK: Authority cited: Section 19253, Revenue and Taxation Code. Reference: Commissions, and Similar Items. 

Section 19253. Revenue and Taxation Code. NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History History 

1 . New section filed 1-9-76; effective thirtieth day thereafter (Register 76, No. 2). ] . Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 

2. Repealer filed 1-15-81; cffecfive thirtieth day thereafter (Register 81, No. 3). 

§ 17071(c). Gross Income Derived from Business. 

§ 17058. Multiple Support Agreements. Note: Authority cited: Section 19253, Revenue and Taxation Code. 
NOTE: Authority cited: Secnon 19253. Revenue and Taxation Code. Reference: HISTORY 

Section 19253. Revenue and Taxation Code. 1. Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79. No.7). 

History 

1. New secdon filed l-9-76;effecnvethirtiethday thereafter(Regisier76,No.2). § 17071(d). Gross Income of Farmers. 

2. Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81, No. 3). NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

§ 17059.5. Support Test in Case of Child of Divorced or 1. Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No.7). 

Separated Parents. 

Note: Authority cited: Section 19253, Revenue and Taxation Code. Reference: § "^ ^^^l (e). Gains Derived from Dealings in Property. 

Section 19253, Revenue and Taxation Code. NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 

History Section 19253, Revenue and Taxation Code. 

1 . New section filed 1-9-76; effective thirtieth day thereafter (Register 76, No. 2). HISTORY 

2. Repealer filed 1-15-81; effecdve thirtieth day thereafter (Register 81, No. 3). 1- Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81, No. 3). 

§17060. Determination of Status. § 17071(f). Interest. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: ^^TE: Authority cited: Section 19253, Revenue and Taxation Code. 
Section 19253, Revenue and Taxation Code. HISTORY 

History l- Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 

1. New secfion filed 6-10-76; effecdve thirtieth day thereafter (Register 76, No. e^ -,/>-,.,/ \ ■-, » j r-» n- 
24) § 17071(g). Rents and Royalties. 

2. Repealer filed 12-23-81; effecdve thirtieth day thereafter (Register 81, No. 52). ^OTE: Authority cited: Secdon 19253, Revenue and Taxation Code. Reference: 

Section 19253, Revenue and Taxation Code. 

§ 1 7064.5. Adjustment to Items of Tax Preference Where History 

No Tax Reduction Results '■ Repealer filed I-I5-8I; effective thirtieth day thereafter (Register 81, No. 3). 

NOTE: Authority cited: Secdons 17064.5(0 and 19253. Revenue and Taxation s 17071(h) Dividends 

Code. Reference: Secdons 17062, 17063, 17064.5 and 17064.6. Revenue and ^ . \'". . , o • " ,^^.. ^ _, ^ • ^ . t, r 

Taxation Code NOTE: Authority cited: Section 19253. Revenue and Taxation Code. Reference; 

History Secdon 19253, Revenue and Taxation Code. 

1. New section filed 3-12-82; effecdve thirtieth day thereafter (Reaister 82, No. , „ , ^, ,, ,,„, ,, . ^l^.™^?', , , „ . „, ., . 
jj) " 1. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81. No. 3). 

2. Change without regulatory effect repealing section filed 9-3()-97 pursuant to § i707l(j). Alimony and Separate Maintenance Payments; 

section 100. title 1, California Code of Regulations (Register 97, No. 40). « ... . ^ . ., . , 

Annuities; Income from Life Insurance and 
§17069. Special Tax Credit. Endowment Contracts. 

NoTE: Authority cited: Sections 19253 and 26422, Revenue and Taxadon Code. NOTE: Authority cited: Section 19253, Revenue and Taxadon Code. Reference: 

Reference: Secdon 11 125, Gov. Code and Sections 17048, 1 7069 and 25564, Rev- Section 19253, Revenue and Taxadon Code, 
enue and Taxation Code. HISTORY 

History l. Repealer filed 1-15-81; effecdve thirtieth day thereafter (Register 81, No. 3). 

1. New section filed 12-31-73 as an emergency; effective upon filing (Register 

74, No. 1). §17071(j). Pensions. 

2. Certificate of Compliance filed 2-27-74 (Register 74, No. 9). NOTE; Authority and reference cited: Section 1 9253, Revenue and Taxadon Code. 
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History 

1 . Amendment filed 1 1-26-74; effective thirtieth day thereafter (Register 74, No. 
4«). 

2. Repealer filed 1 2-23-81 ; effective thirtieth day thereafter (Register 81, No. 52). 

§ 17071(k). Income from Discharge of Indebtedness. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17071(1). Distributive Share of Partnership Gross 

Income; Income in Respect of a Decedent; 
income from an Interest in an Estate or Trust. 

NOTI:: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17071(m). Miscellaneous Items of Gross Income. 

NOTH: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17071(n). Salaries and Other Income of Employees of 
Other States and Foreign Countries. 

NOTH: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 2-23-81 ; effective thirtieth day thereafter (Register 81, No. 52). 

§ 17071(o). Income of Individuals Living in National Parks, 
etc. 

NOTh: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 2-26-81 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§ 17071(p). Income of Indians and Individuals Living on 
Indian Reservations. 

NOTE: Authority cited: Section 19253, Revenue and TaxaUon Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17071(q). Income of Individuals Living on Federal Areas. 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§17072. Adjusted Gross Income. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and TaxaUon Code. 

History 

1. Amendment filed 10-2-68; effective thirtieth day thereafter (Register 68, No. 
37). 

2. Amendment of subsection (c) filed 7-23-71; effective thirtieth day thereafter 
(Register 71, No. 30). 

3. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 



Article 2. Items Specifically Included in 
Gross Income 

§ 1 7081 -1 7083(a). Alimony and Separate Maintenance 
Payments; Income to Wife or Former Wife. 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 



History 

1 . New section filed 5- 3-61 ; effective thirtieth day thereafter (Register 61, No. 9). 

2. Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81. No. 3). 



§ 17081 -17083(b). Effective Date; Taxable Years Ending 
After December 31, 1954. 

NOTE: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Secnon 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-.3-6 1 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81, No. 3). 



§17086. Patronage Dividends. 

(a) Election lo Consider as Income. A taxpayer who receives noncash 
patronage allocations (as defined in subsection (g)) may elect to include 
such patronage allocations in gross income for the taxable year received. 
If a taxpayer elects to include such noncash patronage allocations in 
gross income as received, their face amount shall be reported as gross in- 
come. If, upon redemption of noncash patronage allocations, the taxpay- 
er does not and cannot recover the full amount of the noncash patronage 
allocations previously reported, any loss sustained may be deducted from 
gross income in the taxable year during which the allocations are re- 
deemed. 

(b) Election to Exclude from Gross Income. In lieu of reporting non- 
cash patronage allocations (as provided in subsection (a)), a taxpayer 
may elect to exclude noncash patronage allocations (as defined in sub- 
section (g)) from gross income until redeemed or realized upon. In case 
noncash patronage allocations are excluded from gross income, only the 
amount realized when redeemed is required to be included in gross in- 
come. If such allocations bear interest, the interest is not includible in 
gross income until the allocations are redeemed or realized upon, unless 
prior to redemption interest thereon is paid in cash. For the method of 
electing to exclude noncash patronage allocations, see subsection (c). 

(c) Elections. If a taxpayer includes in his gross income for his first tax- 
able year beginning after December 3 1 , 1956. any amount attributable to 
noncash patronage allocations, he shall be deemed to have elected to in- 
clude the face amount of such allocations in gross income for such year 
and all subsequent taxable years. Furthermore, a taxpayer shall be 
deemed to have elected to include all noncash patronage allocations in 
gross income, if less than the face amount of such allocations are re- 
ported, or if noncash allocations have been received from more than one 
cooperative organization and allocations attributable to one or more 
cooperafives were included in gross income. 

A taxpayer shall be deemed to have elected to exclude noncash patron- 
age allocations from gross income if he omits the amount of such alloca- 
tions from gross income for the first taxable year beginning after Decem- 
ber 31, 1956, during which any noncash patronage allocations are 
received. The amount of patronage allocations which are excluded must 
be disclosed in the return or by a written statement filed with the return. 
If such written statement has not previously been filed, it must be filed 
before a taxpayer will be permitted to exclude noncash patronage alloca- 
tions from gross income. 

The elections provided for by this subsection may be made, regardless 
of the taxpayer' s method of accounting. Once an election has been made, 
it may be changed only with the consent of the Franchise Tax Board. 
Application for permission to change an election shall be filed within 90 
days after the beginning of the taxable year to be covered by the return. 
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(d) Slatulo of Limitations. Whenever a taxpayer has elected to exclude 
noncash patronage allocations from gross income until such allocations 
arc redeemed or realized upon, the statutory period prescribed in Section 
1 9057 for the assessment of any deficiency attributable to amounts ex- 
cluded will not expire prior to the expiration of four years from the date 
the Franchise Tax Board is notified by the taxpayer that such deferred al- 
locations have been redeemed or realized upon. Such deficiency may be 
assessed priorto the expiration of such four-year period notwithstanding 
the provisions of any other law or rule of law which might bar such 
assessment. 

A taxpayer shall notify the Francliise Tax Board that deferred noncash 
patronage allocations have been realized or redeemed by including the 
amount of such allocations in gross income forthe taxable year that such 
amounts are redeemed or realized upon. 

(e) Records. A taxpayer electing to exclude noncash patronage alloca- 
tions from gross income for the year that such allocations are made must 
maintain such records as are necessary to clearly reflect income in accor- 
dance with this regulation and Section 1 755 1 (relating to accounting pe- 
riods and methods of accounting under Subchapters of Chapter 1 of Sub- 
title A of the Internal Revenue Code). 

(f) Cross-reference. If a taxpayer who has elected to exclude patron- 
age allocations from gross income dies before noncash patronage alloca- 
tions are redeemed or realized upon, the amount realized, when re- 
deemed, constitutes income in respect of a decedent that is subject to tax 
in the manner and to the extent provided for by Section 17731 (relating 
to rules applicable to estates, trusts, beneficiaries, and decedents under 
Subchapter J of Chapter 1 of Subtitle A of the Internal Revenue Code.). 

(g) Noncash Patronage Allocations Defined. For purposes of this regu- 
lation the term "noncash patronage allocations" means amounts allo- 
cated on the basis of the business done with or for a patron by any coop- 
erative organization, other than cash or merchandise, evidenced by any 
document which discloses the dollar amount of such allocations, such as 
capital stock, revolving fund certificates, certificates of indebtedness, re- 
tain certificates, or letters of advice. 

NoTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17086, Revenue and Taxation Code. 

History 

1. Hditorial renumbering and amendment of former Section 17117.5 to Section 
1 7086 filed 4-1 7-85; effective thirtieth day thereafter (Register 85, No. 16). For 
prior history of Section 17117.5, see Registers 81, No. 52 and 64, No. 25. 

2. Change without regulatory effect amending subsections (d)-(O and Note filed 
8-1 8-97 pursuant to section 1 00, title 1 , California Code of Regulations (Regis- 
ter 97, No. 34). 

§17101-17112.7(3). Introduction. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. Repealer of former sections 17101, 17102, 17103, 17104-17107 and 17108, 
and new section 17101-17]12.7(a) filed 7-23-71; effective thirtieth day there- 
after (Register 71, No. 30). For former sections see Register 58, No. 17. 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 171 01 -171 12.7(b). Applicability of Sections 17101 to 
17112.7, Inclusive. 

NotE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71, No. 
.30). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 
§ 171 01 -171 12.7(c). Excludable Amounts Not Income. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. Neu section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
.30). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 



§ 171 01 -171 12.7(d). Exclusion Ratio. 

NOTE: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 171 01 -171 12.7(e). Expected Return. 

NoTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth dav thereafter (Register 71, No. 
30). 

2. Repealer filed 1-15-81; effective thirtieth dav thereafter (Register 81. No. 3). 

§ 17101-17112.7(1). Investment in the Contract. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81. No. 3). 

§ 171 01-1 711 2.7(g). Adjustment in Investment Where a 
Contract Contains a Refund Feature. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71 , No. 
30). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 171 01 -171 12.7(h). Effect of Certain Employer 

Contributions with Respect to Premiums or 
Other Consideration Paid or Contributed by an 
Employee. 

NOTE: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§17101-17112.7(1). Tables. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71 , No. 
30). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17101-17112.7(1). Effect of Transfer of Contracts on 
Investment in the Contract. 

NotE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81. No. 3). 

§ 17101-171 12.7(k). Amounts Not Received As Annuity 
Payments. 

Note: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17101-17112.7(1). Effect of Taking an Annuity in Lieu of a 
Lump Sum upon the Maturity of a Contract. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 
1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 
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2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17101-17112.7(m). Special Rule for Employee 

Contributions Recoverable in Three Years. 

NoTH: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17101-171 12.7(n). Exceptions from Application of 
Principles of Sections 17101 to 17112.7, 
Inclusive. 

NOTF: Authority cited: Section 19253, Revenue and Taxation Code. Reference: Nqth; Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. Section 1 9253, Revenue and Taxation Code. 

History History 

1 . New section filed 7-23-7 1 ; effective thirtieth day thereafter ( Register 7 1 , No. ] , New section filed 1 1-1 3-62; effective thirtieth day thereafter (Resister 62, No. 
30). 23). 

2. Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81, No. 3). 2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81. No. 3). 



History 

1 . New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 1-L5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17117(a). Election to Include Loans in Income. 

NOTF!: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 1 l-L3-62;effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 1-L5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 1 71 1 7(b). Effect of Election on Adjustments for Other 
Taxable Years. 



§17101-17112.7(0). Applicabilityof Sections 17101 to §17117.5. Patronage Dividends. 

17112.7, Inclusive, to Accident or Health Plans. Notf-: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 

Section 17086, Revenue and Taxation Code. 



NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-2.3-71; effective thirtieth day thereafter (Register 71, No. 
.30). 

2. Repealer filed 1-1,5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 1 71 01 -1 71 1 2.7(p). Life Insurance Contracts Purchased 
Under Qualified Employee Plans. 



History 

1 . New section filed 1 2-1 4-64; effective thirtieth day thereafter (Register 64, No. 
25). 

2. Amendment of subsections (a)-(d) and (f) filed 12-23-81; effective thirtieth 
day thereafter (Register 81, No. 52). 

3. Editorial renumbering and amendment of Section 17117.5 to Section 17086 
filed 4-17-85; effective thirtieth day thereafter (Register 85, No. 16). 

§ 1 71 1 8. Salaries of Governmental Employees. 



NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

Section 19253, Revenue and Taxation Code. HISTORY 

History I ^g^ section filed 1 1-1.3-62; effective thirtieth day thereafter (Register 62, No. 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 23). 

^^^- 2. Repealer filed 12-23-8 1 ; effective thirtieth day thereafter (Register 81 , No. 52). 

2. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 1 71 1 9. Presumption of Taxability. 

§ 1 71 01 -1 71 1 2.7(q). Special Rules Applicable to NotE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

Owner-Employees. History 

NOTE: Authority cited: Section 1 9253, Revenue and Taxation Code. Reference: 1 • New section filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 



Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
.30). 

2. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81. No. 3). 

§ 17101-17112.7(r). Treatment of Certain Total 

Distributions with Respect to Self-Empioyed 
Individuals. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 
1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71 , No. 
.30). 



13). 
2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§ 17120(a). General Rules Relating to Group-Term Life 
Insurance Purchased for Employees. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 6-10-76; effective thirtieth day thereafter (Register 76, No. 
24). 

2. Editorial correction in subsecfion (b)(l)(B)(i) (Register 76, No. 39). 

3. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17120(b). Exceptions to the Rule of Inclusion. 



2. Repealer filed 1-1.5-81 ; effective thirtieth day thereafter (Register 81, No. 3). ^OTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 

Section 19253, Revenue and Taxation Code. 



§ 1 71 1 4. Prizes and Awards. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Secfion 19253, Revenue and Taxation Code. 

History 

1, New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 1 71 1 5-1 71 1 6. Treatment of Bond Premiums in Case of 
Dealers in Tax-Exempt Securities. 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 



History 

1 . New section filed 6-10-76; effective thirtieth day thereafter (Register 76, No. 

24). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17120(c). Determination of Amount Equal to Cost of 
Group-Term Life Insurance. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 6-10-76; effective thirtieth day thereafter (Register 76, No. 

24). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 



Page 314 



Register 97, No. 34; 8-22-97 



Title 18 Franchise Tax Board — Personal Income Tax § 17123(a) 

§ 17122.5. Payments for or Reimbursements of Expenses History 

of Moving from One Residence to Another I • New section filed 6-10-76; effective thirtieth day thereafter (Register 76, No. 

Residence Attributable to Employment or ^ -^^- , ^, ,, ,^ „, „ . ,. ^ j ,. x ,., .,, ,.t -, 

-, ,, r- 1 X 2. Repealer filed 1-15-81; effective Ihirlieth day thereafter Reeister 81, No. 3. 

Self-Employment. _ 

NOTti; Authority cited: Section 1^25.'^, Revenue and Taxation Code. Reference: § 17123(a). Services of Child. 

Section 192.53, Revenue and Taxation Code. NoTE: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 

Section 19253, Revenue and Taxation Code. 



[The next page is 315.] 



Page 314.1 Register 97, No. 34; 8-22-97 



Title 18 



Franchise Tax Board — Personal Income Tax 



§17141 



History History 

1 . New scclion filed .'i-6-76; effective thirtieth day thereafter (Register 76, No. 1 . New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 



19). 



23). 



2. Repealer filed 1-15-81 ; effective thirtieth day thereafter ( Register 8 1 , No. 3). 2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 



§ 1 71 23(b). Compensation of Child. 

NoiH: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 5-6-76; effective thirtieth day thereafter (Register 76, No. 
19). 

2. Repealer filed 1-15-81: effective thirtieth day thereafter (Register 81, No. 3). 



§ 17137. Interest on Obligations of the United States and 
Territories Thereof 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 17137, Revenue and Taxation Code. 

History 

1 . Repealer of Sections 1 7 1 37(a)-(c) and new Section 1 7 1 37 filed 2- 1 1-82; effec- 
tive thirtieth day thereafter (Register 82, No. 7). For prior history, see Register 
64, No. 4. 

2. Change without regulatory effect repealing section (Register 87. No. 15). 

§ 17138. Compensation for Injuries or Sickness. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. Amendment filed 7-23-71; effective thirtieth day thereafter (Reeister 71, No. 
.30). 

2. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17139(a). Amounts Attributable to Employer 
Contributions. 

1. New section filed 11-1 3-62; effective thirtieth day thereafter (Register 62, No. NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
-^)- Section 19253, Revenue and Taxation Code. 

2. Repealer filed 1-L5-81; effective thirtieth day thereafter (Register 81, No. 3). HISTORY 

1. New section filed .3-19-76; effective thirtieth day thereafter (Register 76, No. 
§ 1 71 31 -1 71 32(b). Employees' Death Benefits. 12). 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 2. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81, No. 3). 
Secfion 19253, Revenue and Taxation Code. 

History § 17139(b). Amounts Expended for Medical Care. 

1 . New section filed 1 1-1 .3-62; effective thirtieth day thereafter (Register 62, No. NOTE; Authority cited: Section 19253, Revenue and Taxation Code. Reference: 



Article 3. Items Specifically Excluded from 
Gross Income 

§ 171 31 -171 32(a). Exclusion from Gross Income of 

Proceeds of Life Insurance Contracts Payable 
by Reason of Death. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
.Section 19253, Revenue and Taxation Code. 

History 



'3). 

2. Amendment filed 7-2.3-71; effective thirtieth day thereafter (Register 71, No. 
.30). 

3. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81, No. 3). 



Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 3-19-76; effective thirtieth day thereafter (Reeister 76, No. 
12). 

2. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17139(c). Payments Unrelated to Absence from Work. 



§ 1 71 33. Interest Payments. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: M^T,r- a \u -t /a c »• imcn n ^ t .• /- j i> ^ 

9...,inn iQos^ R.v,.n„. nnH Tnvn.ion r™.. NOTE: AuthoHty citcd: Sectiou 19253, Revenue and Taxation Code. Reference: 

Section 19253, Revenue and Taxation Code. 



Section 19253, Revenue and Taxation Code 

History 

1 . New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No 
23). 

2. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81, No. 3) 

§ 17134. Payment of Life Insurance Proceeds at a Date 
Later Than Death. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: Section 19253, Revenue and Taxafion Code. 



History 

1. New section filed .3-19-76; effective thirtieth day thereafter (Register 76, No. 
12). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17139(d). Wage Continuation Plans. 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. Reference: 



History 

1. New section filed 3-19-76; effective thirtieth day thereafter (Register 76, No. 
12). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17139(e). Accident and Health Plans. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 3-19-76; effective thirtieth day thereafter (Register 76, No. 
12). 

2. Repealer filed 1-L5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17140. Contributions by Employer to Accident and 
Health Plans. 

XT^-T^r- A ,u ■, •, ^ c .■ imc^ D j-r.-z-jnf NOTE: Authority citcd: Scction 19253, Rcvcnuc and Taxation Codc. Rcfercncc: 

Note: Authonty cited: Section 19253, Revenue and Taxation Code. Reference: s^^f.^^ 19,53 r^^^„^,^ ^„j j^^^^-^^ ^ode. 

Section 19253, Revenue and Taxation Code. tt 

History History 

, XT .■ n ^ 1, 1^ .c-1 fr .■ .u_- .uj .u r. /t. • ^nxr 1- Rcpcaler filed 1-1.5-81; effective thirtieth day thereafter (Register 8 1 , No. 3). 

1. New section filed 11-L3-62; effective thirtieth day thereafter (Register 62, No. j ^ > 

-•^^ §17141. Rental Value of Parsonages. 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). nqtE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 

Section 19253, Revenue and Taxation Code. 

§ 17136. Gifts and Inheritances. History 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. Reference: 1. New section filed 9-15-58; effective thirtieth day thereafter (Register 58, No. 
Secfion 19253, Revenue and Taxation Code. 17). 



Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17135(a). Alimony, etc., Payments. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-1 .3-62; effecfive thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 



§ 17135(b). Effective Date. 
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2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17142(a). Income from Discharge of Indebtedness. 

NOTl!: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81. No. 3). 

§ 17142(b). Making and Filing of Consent. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17143. Exclusion from Gross Income of Lessor of Real 
Property of Value of Improvements Erected by 
Lessee. 

NOTl-:: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 1 71 44-1 71 45. Recovery of Certain Items Previously 
Deducted or Credited. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 1 l-13-62;effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81. No. 3). 

§17146. Military Exclusion. 

NOTti: Authority and reference cited: Secfion 1 9253, Revenue and Taxation Code. 

History 

1 . New secfion filed 5-3-61 ; effective thirtieth day thereafter(Register 61, No. 9). 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§ 17146.5. Compensation of Members of the Armed Forces 
of the United States for Service in a 
Combat-Zone During an Induction Period, or 
for Service While Hospitalized as a Result of 
Such Combat-Zone Service. 

NOTi;: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253. Revenue and Taxation Code. 

History 

1. New section filed 5-6-76; effective thirtieth day thereafter (Register 76, No. 
19). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§17147. Mustering-Out Payments. 

NotH: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 12-23-81 ; effecfive thirtieth day thereafter (Register 81, No. 52). 

§ 17150(a). Exclusion of Amounts Received As a 
Scholarship or Fellowship Grant. 

NOTE: Authority cited: Secfion 19253, Revenue and Taxafion Code. 

History 

1. New secfion filed 9-15-58; effective thirtieth day thereafter (Register 58, No. 
17). 

2. Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 

§ 17150(b). Limitations. 

Note. Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 



§ 17150(c). Definitions. 

NOTH: Authority cited: Section 19253. Revenue and Taxafion Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 9-15-58; effective thirtieth day thereafter (Register 58, No. 
17). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81. No. 3). 

§ 17150(d). Items Not Considered As Scholarships or 
Fellowship Grants. 

NOTH: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New secfion filed 9-15-58; effective thirtieth day thereafter (Reeister 58, No. 
17). 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§ 1 71 51 . Meals and Lodging Furnished for the 
Convenience of the Employer. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. New secfion filed 1 l-13-62;effective thirtieth day thereafter (Reeister 62, No. 
23). 

2. Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 

§ 17153. Salaries and Other Income of Employees of 
Foreign Countries. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§ 17157. Applicable Rules Relating to Certain Reduced 
Uniformed Services Retirement Pay. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-9-76; effective thirtieth day thereafter (Register 76, No. 
28). 

2. Repealer filed 1-15-81 ; effecfive thirtieth day thereafter (Register 81, No. 3). 

§ 17158. Exclusion of Insurance Proceeds for 

Reimbursement of Certain Living Expenses. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 9-23-76; effecfive thirtieth day thereafter (Register 76, No. 
39). 

2. Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81. No. 3). 



Article 4. Standard Deduction 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New Article 4 (Secfions 17171(a) through 17175) filed 11-13-62; effective 
thirtieth day thereafter (Register 62. No. 23). 

2. Repealer of Article 4 (Sections 17171(a) through 1 7 1 77) filed 1 2-23-8 1 ; effec- 
fi ve thirtieth day thereafter (Regi.ster 81 , No. 52). For prior history, see Register 
76, No. 52. 



Article 5. Deduction for Personal 
Exemptions 

§ 1 71 81 (a). Deductions for Personal Exemptions. 

History 

1. New article 5 (Secfions 17181(a) through 17186) filed 1 1-13-62; effective thir- 
fieth day thereafter (Register 62, No. 23). 

2. Repealer filed 9-30-75; effective thirtieth day thereafter (Register 75, No. 40). 
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• 



§ 1 71 81 (b). Additional Exemptions for Dependents. 

History 
1 . Repealer filed 9 -30-7.'^; effective thirtieth day thereafter (Register 75, No. 40). 

§ 171 82-1 71 83(a). General Definition of a Dependent. 

NoTi:: Authority cited: Section 192.53. Revenue and Taxation Code. Reference: 
Section 19253. Revenue and Taxation Code. 

History 
1. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 1 71 82-1 71 83(b). Rules Relating to General Definition of 
Dependent. 

NOTr.: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17184. Multiple Support Payments. 

NotE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 1 71 86. Determination of Tax Status. 

NOTI:: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81, No. 3). 



• 



Article 6. Itemized Deductions 

§ 1 7201 . Disallowance of Expenses Incurred at Private 
Clubs Which Discriminate. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Sections 17201, 17270 and 17270.5, Revenue and Taxation Code. 

History 

1. New section filed 9-1-87; operative 10-1-87 (Register 87, No. 37). For prior 
history, see Register 81, No. 3. 

2. Change without regulatory effect repealing section filed 5-8-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 19). 

§ 17202(a). Business Expenses — In General. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61, No.9). 

2. Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 

§ 17202(b). Traveling Expenses. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 1 7202(c). Cost of Materials. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 5-31-61; effective thirtieth day thereafter (Register 61, No. 
9). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17202(d). Repairs. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
.Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 5-31-61; effecfive thirtieth day thereafter (Register 61, No. 
9). 

2. Repealer filed 1-15-81; effecfive thirtieth day thereafter (Register 81, No. 3). 



§ 17202(e). Expenses for Education. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. New section filed .5-3-61; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 

§ 17202(f). Professional Expenses. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New .section filed .5-3-6 1 ; effective thirtieth day thereafter ( Register 6 1 . No. 9 ). 

2. Repealer filed 1-1.5-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17202(g). Compensation for Personal Services. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed .5-3-61 ; effective thirtieth day thereafter ( Register 6 1 , No. 9). 

2. Repealer filed 1-1.5-81; effective thirtieth day thereafter ( Regi.ster 8 1 . No. 3). 

§ 17202(h). Treatment of Excessive Compensation. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-.3-6 1 ; effective thirtieth day thereafter (Register 6 1 , No. 9). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17202(i). Bonuses to Employees. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 . No. 9). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17202(j). Certain Employee Benefits. 

NOTE: Authority cited: Secfion 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed .5-3-61 ; effective thirtieth day thereafter ( Register 61 , No. 9). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§17202(k). Rentals. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-.3-6 1 ; effective thirtieth day thereafter (Register 6 1 , No. 9). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§17202(1). Expenses of Farmers. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

Hlstory 

1 . New section filed .S-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Amendments filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

3. Repealer filed 2-21-79; effective thhtieth day thereafter (Register 79, No. 7). 

§ 17202(m). Excepted Contributions. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effecfive thirtieth day thereafter (Register 61 , No. 9). 

2. Amendment filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

3. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81. No. 3). 

§17202(n). Cross Reference. 

NOTE: Authority cited: Secfion 19253, Revenue and Taxation Code. Reference: 
Secfion 19253, Revenue and Taxation Code. 

History 
1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 6 1 , No. 9). 
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2. Repealer filed 1-15-81 ; effeetive thirtieth day thereafter (Register 81, No. 3). 

§ 17202(o). Reporting and Substantiation of Traveling and 
Other Business Expenses of Employees. 

NOTt-;: Authority eited: Seetion 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17202(p). Improper Payments to Officials or Employees 
of Foreign Countries. 

NoTf:: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 2-20-64; effective thirtieth day thereafter (Reeister 64, No. 
4). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§17202(q). Legislative per Diem. 

NOTE: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New subsection (q) filed 1 2-21-77 as an emergency; effective upon filing (Reg- 
ister 77. No. 52). 

2. Certificate of Compliance filed 4-4-78 (Register 78, No. 14). 

3. Repealer filed 12-23-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 52). 

§ 1 7203. Deduction for Interest. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 9-15-58; effective thirtieth day thereafter (Register 81, No. 
3). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17204. Federal Social Security Taxes and State 

Unemployment Insurance Contributions. 

NotE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 17204, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Amendment filed 5-30-75 as an emergency; effective upon filing (Register 75, 
No. 22). 

3. Certificate of Compliance filed 8-26-75 (Register 75, No. 35). 

4. Editorial correction renumbering Secfion 17204(f) to Section 17204 and new 
NOTE filed 9-14-83 (Register 83, No. 38). 

5. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, title l,"CalifomiaCode of Regulations (Register 97, No. 40). 

§ 17204(a). Deduction for Taxes. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9) 

2. Repealer filed 1 2-2.3-81 ; effeetive thirtieth day thereafter ( Register 8 1 , No. 52). 

§ 17204(b). Deduction Denied in Case of Certain Taxes. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Amendment filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

3. Repealer filed 12-23-81; effective thirtieth day thereafter (Register 81, No. 52). 

§ 17204(c). Federal Stamp Taxes. 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. 



Hlstory 

1. New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61, No. 9). 

2. Repealer filed 1 2-2.3-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 52). 

§ 17204(d). Taxes for Local Benefits. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxafion Code. 

History 

1 . New section filed 5-.3-61 ; effective thirtieth day thereafter (Register 61, No. 9). 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter (Register 81 . No. 52). 

§ 17204(e). Certain Retail Sales Taxes and Gasoline Taxes. 

NOTE: Authority and reference cited: Section 1 9253. Revenue and Taxation Code. 

Hlstory 

1 . New section filed 5-.3-6 1 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 1 2-2.3-8 1 ; effeetive thirtieth day thereafter ( Register 8 1 , No. 52 ). 

§ 17204(f). Federal Social Security Taxes and State 
Unemployment Insurance Contributions. 

History 

1 . New section filed .5-3-61 ; effective thirtieth day thereafter (Register 61 . No. 9). 

2. Amendment filed 5-30-75 as an emereency; effective upon filing (Register 75, 
No. 22). 

3. Certificate of Compliance filed 8-26-75 (Register 75, No. 35). 

4. Editorial correction renumbering Section 17204(f) to Secfion 17204 filed 
9-14-83 (Register 83, No. 38). 

§ 17204(g). Taxes of Shareholders Paid by Corporation. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxafion Code. 

Hlstory 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 1 2-23-81 ; effective thirtieth day thereafter (Register 81, No. 52). 

§ 17205. Apportionment of Taxes on Real Property 
Between Seller and Purchaser. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. Reference: 
Secfion 19253, Revenue and Taxafion Code. 

History 

1. New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17205.5. Payments for Municipal Services in Atomic 
Energy Communities. 

NOTE; Authority cited: Section 19253, Revenue and Taxafion Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 6-10-76; effecfive thirtieth day thereafter (Reeister 76, No. 
24). 

2. Repealer filed 1-15-81: effective thirtieth day thereafter (Register 81. No. 3). 

§ 17206(a). Losses. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. Reference: 
Secfion 19253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 1-L5-81; effecfive thirtieth day thereafter (Register 81, No. 3). 

§ 17206(b). Obsolescence of Nondepreciable Property. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 

23). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 



• 
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§ 17206(c). Demolition of Buildings. 

NOTI,: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 2-21-79; effective thirtieth day thereafter (Regi.ster 79, No. 7). 

§ 1 7206(d). Decline in Value of Stock. 

NOTi:: Authority cited: Section 192.*i3, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

HlsTORY 
1. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17206(e). Worthless Securities. 

NoTli: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Section 19253. Revenue and Taxation Code. 

History 

1. New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17206(f). Farming Losses. 

NoTl:: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 11-1 3-62; effective thirtieth day thereafter (Resister 62, No. 
23). 

2. Repealer filed 1-15-81 ; effective thirtieth day thereafter (Register 81, No. 3). 
§ 17206(g). Casualty Losses. 

NOTEi: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 
§ 17206(h). Theft Losses. 

NOTH: Authority cited: Secfion 19253, Revenue and Taxafion Code. 

History 

1. New section filed 1 1-13-62;effectivethirtiethday thereafter (Register 62, No. 
23). 

2. Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 
§ 17206(i). Sale of Residential Property. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 
§ 17206(j). Wagering Losses. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 1-15-81; effective thirtieth day thereafter (Register 81, No. 3). 

§ 17206.5. Election in Respect of Losses Attributable to a 
Disaster. 

NotE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 19253. Revenue and Taxation Code. 

History 

1. New section filed 8-27-71; effective thirtieth day thereafter (Register 71, No. 
.35). 

2. Amendment filed 9-23-76; effective thirtieth day thereafter (Register 76, No. 
39). 

3. Repealer filed 1-15-81; effecfive thirtieth day thereafter (Register 81, No. 3). 



§ 17207(a). Bad Debts. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81 , No. 1 (•>). 

§ 1 7207(b). Evidence of Worthlessness. 

NOTE: Authority and reference cited: Section 1 9253. Revenue and Taxation Code. 

History 

1 . New .section filed 1 1-1 3-62; effective thirtieth day thereal'ter ( Regi.ster 62. No. 
23). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 1 7207(c). Partial or Total Worthlessness. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 1 1-1.3-62; effective thirtieth day thereafter ( Regi.ster 62, No. 
23). 

2. Repealer filed 4-16-81; effective thirtieth day thereafter (Register 81, No. 16). 

§ 1 7207(d). Reserve for Bad Debts. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1 -1 3-62; effective thirtieth day thereafter ( Register 62, No. 
23). 

2. Repealer filed 4-16-81; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17207(e). Nonbusiness Debts. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafier (Register 81. No. 16). 

§ 17207(f). Sale of Mortgaged or Pledged Property. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 4-16-81; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17207(g). Worthless Bonds Issued by an Individual. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 11-1 3-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 4-16-81; effective thirtieth day thereafter ( Register 8 1 , No. 16). 

§ 17207(h). Losses of Guarantors, Endorsers, and 
Indemnitors. 

NOTE; Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81 , No. 16). 

§ 17208. Depreciation Based on Class Lives. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Sections 17208 and 17209, Revenue and Taxation Code. 

History 

1 . Amendment filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 8 1 . No. 16). 

3. New section filed 4-21-82; effective thirtieth day thereafter (Register 82, No. 
17). For prior history of Sections 17208(a)-(o), see Register 81, No. 16. 

4. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 40). 

§ 17209. Basis for Depreciation. 

History 
1 . Repealer filed 1 1 -1 3-62; effective thirtieth day thereafter (Register 62, No. 23). 
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§ 17209(a). Agreement As to Useful Life and Rates of 
Depreciation. 

NOTl-.: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed i 1-i 3-62; effective thirtieth day thereafter (Resistcr 62, No. 
23). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17209(b). Change Method. 

NOTh: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 4-1 6-81; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17210. Reduction of Salvage Value Taken Into Account 
for Certain Personal Property. 

NOTH: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 12-22-76; effective thirtieth day thereafter ( Register 76, No. 

52). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 1 721 1 . Basis for Depreciation. 

NOTFi: Authority and reference cited: Secfion 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 4-16-81; cffecUve thirtieth day thereafter (Register 81, No. 16). 

§ 1 721 1 .5. Life Tenants and Beneficiaries of Trusts and 
Estates. 

NOTh: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 

23). 

2. Repealerfiled4-16-81;effectivethirtiethday thereafter (Register 81, No. 16). 
§ 1 721 1 .6(a). Special Rules for Section 1 821 2 Property. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 2-9-77; effective thirtieth day thereafter (Register 77, No. 7). 

2. Repealer filed 4-16-81; effecfive thirtieth day thereafter (Register 81, No. 16). 

§ 1 721 1 .6(b). Depreciation of New Section 1 821 2 Property. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 2-9-77; effective thirtieth day thereafter (Register 77, No. 7). 

2. Repealer filed 4-16-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 16). 

§ 17211.6(c). Residential Rental Property. 

NOTE: Authority and reference cited: Secfion 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 2-9-77; effective thirtieth day thereafter (Register 77, No. 7). 

2. Repealer filed 4-16-81; effective thirtieth day thereafter (Register 81, No. 16). 

§ 1 721 1 .6(d). Property Constructed, etc., Before January 1 , 
1971. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 2-9-77; effective thirtieth day thereafter (Register 77, No. 7). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 



§ 1 721 1 .6(e). Depreciation of Used Section 1 821 2 Property. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 2-9-77; effective thirtieth day thereafter (Register 77, No. 7). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17211.6(f). Depreciation of Used Residential Rental 
Property. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 2-9-77; effective thirtieth day thereafter (Register 77, No. 7). 

2. Repealer filed 4-16-81;effective thirtieth day thereafter(Register81, No. 16). 

§ 1 721 1 .6(g). Special Operating Rules. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 2-9-77; effective thirtieth day thereafter (Register 77, No. 7 ). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81 , No. 16). 

i} 17214. Charitable, etc., Contributions and Gifts; 
Allowance of Deduction. 

NOTE; Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17215. Charitable Deductions by Individuals; 
Limitations. 

NOTE; Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New secfion filed 5-3-6 1 ; effective thirtieth day thereafter (Register 6 1 , No. 9). 

2. Repealer filed 4-16-81; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17216. Unlimited Deduction for Individuals. 

NOTE; Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New secfion filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81. No. 16). 

§ 17216.1. Disallowance of Certain Charitable Deductions. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61, No. 9). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 1 721 7-1 7221 (a). Amortizable Bond Premium. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxafion Code. 

History 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 1 721 7-1 7221 (b). Determination of Bond Premium. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxafion Code. 

History 

1. New section filed 5-3-61; effective thirtieth day thereafter (Register 61, No. 9). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 1 721 7-1 7221 (c). Election with Respect to Taxable 
Bonds. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 
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History 3. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter ( Register 8 1 . No. 52). 

1. New section n led 5- 3-61; effective thirtieth day thereafter (Register 61. No. 9). ,. ^ -,«„-, » r> t- -..• x ht-l. r. ■ ^ r- • ,i 

§ 17224(c). Definition of The Business of Farming. 

2. Repealer tiled +-1 6-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 1 6). ^^j^:. Authority and reference cited: Section 1 9253. Revenue and Taxation Code. 

History 



1. New section filed 9-15-58; effective thirtieth day thereafter (Reuister .^8, No. 
17). 

2. Repealer filed 12-3-81 ; effective thirtieth day thereafter (Register 81, No. 52). 

§ 17224(d). Definition of "Land Used in Farming." 

NOTt:: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
1 . New section filed 9-15-58; effective thirtieth day thereafter (Register 58, No. 

§17222. Circulation Expenditures. '^' 

xj,„,,. A .u . I r •. 1 c .• in->cT D AT- .■ r- A 2. Repealer filed 1 2-23-81 ; effective thirtieth dav thereafter ( Rceistcr 81 , No. 52). 

iNOTh: Authonlvandrelerencecited: Section 19253, RevenueandTaxationCode. ^ 



§ 1 721 7-1 7221 (d). Definition. 

NOTl!: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
I . New section filed 5-3 -61 ; effective thirtieth day thereafter (Register 61, No. 9). 

2 Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81. No. 16). 



History 



§ 17224(e). Adoption or Change of IVIethod. 



1 . New .section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 61 , No. 9). NqtK: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

2. Repealer filed 4-16-8 1 ; efi'ective thirtieth day thereafter (Register 8 1 , No. 16). 



§ 17223(a). Research and Experimental Expenditures; In 
General. 

NOTI:: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. , ^^^ ^^^^-^^ ^-,1^^ 2-20-64; effective thirtieth day thereafter (Register 64, No. 



History 

1. New section filed 9-15-58; effective thirtieth day thereafter (Register 58, No. 
17). 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 52). 

§17225. Nondeductible Expenses. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 



4) 



4). 



2. Repealer filed 4-16-8 1 ; effective thirtieth day thereafter (Register 81 , No. 16). 2. Repealer filed 12-23-81 ; effective thirtieth day thereafter (Register 81 , No. 52). 

§ 17226. Amortization of Property Used for Smog Control. 

§ 17223(b). Definition of Research and Experimental Note: Authority and reference cited: Secnon 19253, Revenue and Taxation Code. 

Expenditures. History 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 1 ■ New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 

History 

, M ,• f, J o on ^/i ce .■ .u-_- .u J .u iv /n ■ , ca Nr 2. Rcpcaler filed 1 2-23-81 ; cffcctivc thirtieth day thereafter (Rcgistcr 8 1 , No. 52). 

1. New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. ^ j ^ b 



4). 
2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17223(c). Treatment As Expenses. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 4-16-81; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17223(d). Treatment As Deferred Expenses. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 1 . New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 

History '^^• 

1 . New section filed 2-20-^4; effective thirtieth day thereafter (Register 64, No. - Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81 , No. 16). 

^^' § 17228-1 7231(b). Related Lessee and Lessor. 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 8 1 , No. 16). ^OTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
o .i-innii/ \ t> -i J i«i X A X- I- j-x ■ 1. Repealer filed 4-16-81; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17224(a). Soil and Water Conservation Expenditures; in ^ j v & 

General. § 1 7228-1 7231 (c). Reasonable Certainty Test. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History History 

1 . New section filed 9-1 5-58; effective thirtieth day thereafter (Register 58. No. 1 • New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 



§ 17227. Election to Amortize Trademark and Trade Name 
Expenditures. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81 , No. 16). 

§ 1 7228-1 7231 (a). Depreciation or Amortization of 

Improvements on Leased Property and Cost of 
Acquiring a Lease. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 



17). 



4). 



2.Repealerfiledl2-23-81;effectivethirtiethdaythereafter(Register81,No.52). 2. Repealer filed 4-1 6-81; effecfive thirtieth day thereafter (Register 81, No. 16). 

§ 17232(a). Expenditures by Farmers for Fertilizer, etc. 

§ 17224(b). Definition of Soil and Water Conservation 
Expenditures. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
]. New .section filed 9-15-58; effective thirtieth day thereafter (Register 58, No. 
17). 



2. Amendment filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 

4). 



NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 2-20-64; effective thirtieth dav thereafter (Register 64, No. 
4). 

2. Repealer filed 4-16-81 ; effecfive thirtieth day thereafter (Register 8 1 . No. 16). 

§ 17232(b). Time and Manner of Making Election and 
Revocation. 

NOTE; Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 
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History 2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter { Register 8 1 , No. 52). 
1 . Repealer filed 4-16-8 1 ; effecti ve thirtieth day thereafter (Register 8 1 , No. 16). 

§ 17264-17265. Amounts Representing Taxes and Interest 
§ 1 7233(a). Activities Not Engaged in for Profit. Paid to Cooperative Apartment Corporation. 

NOTE: Authority and reference cited: Section 1925.3, Revenue and Taxation Code. NOTL: Authoritv and reference cited: Section 1 9253. Revenue and Taxation Code. 

History ' History 

1 . New section filed 6-10-76; effective thirtieth day thereafter (Register 76, No. i New section filed 5-3-61 ; effective thirtieth day thereafter (Reeister 61, No. 9). 
''4) 

~ '' 2. Repealer filed I2-23-81:effectivethirtiethday thereafter(Register81.No.52). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17233(b). Activity Not Engaged in for Profit Defined. ^ ^^^66. Deduction for Moving Expenses Paid or Incurred 
vj ^ A u AC jc ,n-.cT n at ■ r> a in Taxablc Years Beginnmg After December 31 , 

NOTE: Authonty and reference cited: Section 19253, Revenue and Taxation Code. myn 

History '^'"■ 

1 . New section filed 6-10-76; effective thirtieth day thereafter (Register 76, No. ^OTE: Authonty and reference cited: Section 1 9253, Revenue and Taxation Code 

24). 



2, Repealer filed 4-16-81; effective thirtieth day thereafter (Register 81, No. 16). 



Article 7. Additional Itemized Deductions 

§ 1 7251 . Allowance of Deductions. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 



History 

1. New section filed 5-6-76; effective thirtieth day thereafter (Register 76, No. 
19). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 1 7267.2-1 . Recapture of Deduction for Qualified 

Property Previously Used in an Enterprise 
Zone. 

(a) In General. Section 17267.2 of the Revenue and Taxation Code al- 

1. New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. lows a taxpayer to elect to expense a portion of the cost of Section 
4). ^ 17267.2 property (as defined in Section 17267.2(d)(1)) for the taxable 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). year in which the property is placed in service. If an item of the taxpayer's 

,..____ a, X J HI-- I- Section 17267.2 property ceases to be used exclusively in the taxpayer's 

§17252. Nontrade or Nonbusiness Expenses. , , , . ■ X, \ u f .u i f^u a> 

' ^ trade or business in the enterpnse zone before the close or the second tax- 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. ,, f. .u ^ ^ a- ■ .u . • -a 

^ „ able year after the property was placed in service, the taxpayer is required 

1. New secfion filed 2-20-^4; effecti veTrt^eth day thereafter (Register 64, No. '« recapture the amount previously expensed for that item. This amount 
4). shall be included in income in the taxable year in which the property 

2. Repealer filed 4-1 6-8 l;effecnve thirtieth day thereafter (Register 8 1, No. 16). ceases to be so used. 

(b) Basis Adjustment. As of the first day of the taxable year in which 



the recapture event occurs, the basis of the Section 1 7267.2 property shall 
be increased by the recapture amount. For an item of Section 17267.2 
property that is subject to an allowance for depreciation under Section 
1 7250 of the Revenue and Taxation Code, the increase in basis is depre- 
ciated over the remaining useful life of the Section 1 7267.2 property be- 
ginning on the first day of the taxable year in which the recapture event 
occurs. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17267.2, Revenue and Taxation Code. 

History 

1. New section filed 2-26-2001; operative 3-28-2001 (Register 2001, No. 9). 



§ 17253-1 7256(a). Medical, Dental, etc.. Expenses for 

Taxable Years Beginning Prior to January 1, 
1961. 

NoTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Amendment filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

3. Repealer filed 4— 16-81; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17253-1 7256(b). Medical, Dental, etc.. Expenses for 

Years Beginning on or After January 1, 1961. 

NoTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 4-16-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 16). NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
§ 17253-1 7256(C). Nonresidents. l. Article 8 (Regs. 17281-17295) filed 5-3-61; effective thirtieth day thereafter 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. (Register61, No. 9). 

History 2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81 , No. 16). 

1. New secfion filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 

4) § 17282. Personal, Living, and Family Expenses. 

2. Change without regulatory effect repealing Section 17253-17261(c) filed NOTE: Authority and reference cited: Secfion 19253, Revenue and Taxation Code. 



Article 8. Items Not Deductible 



§ 17281. General Rule for Disallowance of Deductions. 



9-19-88 (Register 88, No. 40). 



History 
1 . Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 



§ 17259-17261. Adoption Expenses. 

NoTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 2-20-64; effecdve thirtieth day thereafter (Register 64, No. 

4). 
, „, ... , „ , I- c .- men m/:i f\ A I. Amendment filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 

2. Change without regulatory effect repealing Section 17259-17261 tiled . j ^ b 



§ 17283(a). Capital Expenditures; In General. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 



9-19-88 (Register 88, No. 40). 



4). 
2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§17263. Periodic Alimony, etc.. Payments. 

NOTE: Authority and reference cited: Section 19253, Revenueand Taxation Code. § 17283(b). Examples of Capital Expenditures. 

History Note: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

1 . New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. HISTORY 

23). 1. Repealerfiled4-16-81;effectivethirtiethday thereafter(Register81,No. 16). 
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§ 17445 



^ 17283(c). Election to Deduct or Capitalize Certain 
Expenditures. 

NoTH: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . Amendment filed 2-20-64; effective thirtieth day thereafter ( Register 64, No. 
4). 

2. Repealer filed 4-16-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 16). 

§ 17284(a), Premiums on Life Insurance Taken Out in a 
Trade or Business. 

NoTi:; Authority and reference cited: Section 192.53, Revenue and Taxation Code. 

History 

1. New section filed 1 l-13-62;effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 4-16-81 : effective thirtieth day thereafter (Register 81. No. 16). 

§ 17284(b). Single Premium Life Insurance, Endowment, or 
Annuity Contracts. 

NOTFi: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 4-16-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 16). 

§ 17285(a). Expenses Relating to Tax-Exempt Income. 

Noi i;: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81 , No. 1 6). 

§ 17285(b). Interest Relating to Tax-Exempt Income. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 4-16-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 1 6). 

§ 17286. Taxes and Carrying Charges Chargeable to 

Capital Account and Treated as Capital Items. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
1 . Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§17287. Deductions Disallowed. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 12-23-81 ; effective thirtieth day thereafter (Register 81, No. 52). 

§17288. Relationship. 

NOTE; Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 4-1 6-8 1 ; effective thirtieth day thereafter (Register 81, No. 1 6). 

§ 17289. Constructive Ownership of Stock. 

NotH: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 4-16-81; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17291. Items Attributable to an Unharvested Crop Sold 
with the Land. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 11-13-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 

§ 17292. Limitation on Deductions Allowable to Individuals 
in Certain Cases. 

NOTH: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 4-16-81; effective thirtieth day thereafter ( Register 8 1 , No. 16). 

§ 1 7295. Life or Terminable Interests. 

Note: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 



History 
1 . Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 52 ) 



§ 17297. Illegal Activities. Denial of Deductions. 

NoTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-1 7-62; effective thirtieth day thereafter (Register 62, No. 

23). 

2. Repealer filed 1 2-23-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 52). 



§17298, Tax-Free Covenant Bonds. 

NoTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 4-16-81 ; effective thirtieth day thereafter (Register 81, No. 16). 



Article 9. Deductions of Nonresidents 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . Article 9 (Regs. 1 7301-1 7302 and 17303) filed 5-3-61; effective thirtieth day 
thereafter (Register 61, No. 9). 

2. Repealer of Article 9 (Sections 17301-17302 and 17303) filed 12-23-81; effec- 
tive thirtieth day thereafter (Register 81, No. 52). 



Subchapter 4. Corporate Distribution and 
Adjustments 



Article 1. Corporate Organizations and 
Reorganizations 



§ 17324. Recognition of Gain or Loss — Reorganizations 
with, or Transfers of Property to or from a 
Foreign Corporation. 

NOTE: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Section 17324, Revenue and Taxation Code. 

History 

1. New Group 4 (Article 1, Section 17445) filed 7-5-83; effective thirtieth day 
thereafter (Register 83, No. 28). For history of former Group 4 (Articles 1-9, 
Sections 17321-1 7324 through 1748 1-1 7484(b) not consecutive), see Register 
82, No. 52. 

2. Editorial renumbering and amendment of former Section 17445 to Section 
17324 filed 4-17-85; effective thirtieth day thereafter (Register 85, No. 16). 

3. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 40). 



§ 17445. Recognition of Gain or Loss— Reorganizations 
with, or Transfers of Property to or from a 
Foreign Corporation. 

NOTE: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Section 17445, Revenue and Taxation Code. 

History 

1 . Editorial renumbering and amendment of Section 1 7445 to Section 17324 filed 
4-1 7-85; effective thirtieth day thereafter ( Register 85, Nt). 1 6). For prior histo- 
ry, see Register 83, No. 28. 
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Subchapter 5. Deferred Compensation 

§ 17501-1 7502.8(a). Qualified Pension, Profit-Sharing and 
Stock Bonus Plans. 

NOTEi: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Renumbering of Section 17501-17502(a) to 17501-17502. 8(a) and amend- 
ment filed 7-23-7 1 ; effective thirtieth day thereafter (Register 71 , No. 30). For 
former section see Register 58, No. 17. 

2. Repealer filed 5-14-81; effective thirtieth day thereafter (Register 81, No. 20). 

§ 17501-17502.8(b). Impossibility of Diversion Under the 
Trust Instrument. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1. Renumbering of Section 1751-17502(b) to 1750 1-17.502. 8(b) and amendment 
filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 30). For for- 
mer section see Register 58, No. 17. 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81 , No. 20). 

§ 17501 -17502.8(c). Requirements As to Coverage. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Renumbering of Section 1750]-17502(c) to 17501-17502.8(0 and amend- 
ment filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 30). For 
former section see Register 58. No. 17. 

2. Repealer filed 5-14-81; effective thirtieth day thereafter (Register 81, No. 20). 



§ 17501 -17502.8(d). Discrimination As to Contributions or 
Benefits. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1. Renumbering of Section 17501-17502(d) to ]7501-]7502.8(d) and amend- 
ment filed 7-23-71 ; effective thirtieth day thereafter (Register 71 . No. 30). For 
former section see Register 58, No. 17. 

2. Repealer filed 5-14-81; effective thirtieth day thereafter (Register 81, No. 20). 

§ 17501-1 7502.8(e). Period for Which Requirements of 
Section 17501(c), (d), (e), and (f) Are 
Applicable. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Renumbering of Section 17501-17502(e) to 17501-17502.8(e) filed 7-23-71; 
effective thirtieth day thereafter (Register 7, No. 30). For former section see 
Register 58, No. 17. 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81. No. 20). 

§ 17501 -17502.8(f). Termination of a Qualified Plan. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 17501 -17502.8(g). Forfeitures Under a Qualified Pension 
Plan. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 
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History 

1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Resister 71 , No. 
30). 

2. Repealer tiled 5-14-81: effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 7501 -1 7502.8(h). Custodial Accounts. 

NOTIi; Authority and reference cited: Section 1 92.53, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer tiled 5-14-81 : effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 7501 -1 7502.8(i). Face-Amount Certificates— 
Non-Transferable Annuity Contracts. 

NOTH: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 7501-1 7502.8(j). Definitions Relating to Plans Covering 
Self-Employed Individuals. 

NOTIi: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 5-14-81; effective thirtieth day thereafter (Register 81, No. 20). 

§ 17501-17502.8(k). General Rules Relating to Plans 
Covering Self-Employed Individuals. 

NOTH: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 17501-17502.8(1). Requirements for Qualification of 
Trusts and Plans Benefiting 
Owner-Employees. 

NOTF: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71 , No. 
30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 7501 -1 7502.8(m). Excess Contributions on Behalf of 
Owner-Employees. 

NOTF: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 5-14-81; effective thirtieth day thereafter (Register 81, No. 20). 

§ 17501-17502.8(n). Inclusion of Medical Benefits for 
Retired Employees in Qualified Pension or 
Annuity Plans. 

Note-;: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71 , No. 
30). 

2. Repealer filed 5-14-81; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 7503. Taxability of Beneficiary Under a Trust Which 
Meets the Requirements of Section 17501. 

NOTh: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 



History 

1. Amendment filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Amendment filed 9-23-76; effective thirtieth day thereafter (Register 76. No. 
39). 

3. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81. No. 20). 

§ 17504. Treatment of Beneficiary of a Trust Not Exempt 
Under Section 17631. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

Hl.SlORY 

1. Amendment filed 7-23-71 ; effective thirtieth day thereafter (Register 71 , No. 
30). 

2. Repealer filed 5-14-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 20). 

§ 17505. Taxability of Beneficiary of Certain Foreign Situs 
Trusts. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . Repealer filed 5-14-81; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 7506. Effect of Section 1 7506. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . Amendment filed 7-23-71 ; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 5-14-81 ; effecUve thirtieth day thereafter (Register 81 , No. 20). 

§ 17507. Certain Plan Terminations. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
1 . Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 751 1 (a). Taxability of Beneficiary Under a Qualified 
Annuity Plan. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Amendment filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 751 1 (b). Capital Gains Treatment for Certain 
Distributions. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

Hl.STORY 

1. Amendment filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 17512. Taxability of Beneficiary Under a Nonqualified 
Annuity. 

History 
1 . Repealer filed 7-23-71 ; effective thirtieth day thereafter (Register 71, No. 30). 

§ 17512(a). Taxability of Beneficiary Under Annuity 

Purchased by Section 23701 d Organization or 
Public School. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71; effective thirtieth day thereafter (Register 71. No. 
30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81 , No. 20). 

§ 17512(b). Taxability of Beneficiary Under a Nonqualified 
Annuity. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71, No. 
30). 
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2. Repealer filed 5-14-81; effective thirtieth day thereafter (Register 81, No. 20). 

§ 17512(c). Taxability of Employee When Rights Under 

Contracts Purchased by Exempt Organizations 
Change from Forfeitable to Nonforfeitable 
Rights. 

NOTE: Authority and reference cited: Section 1 925.1, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1751 3-1 7520.6(a). Contributions of an Employer to an 
Employees' Trust or Annuity Plan and 
Compensation Under a Deferred Payment Plan; 
General Rule. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Renumbering of Section 175 13- 17520(a) and amendment filed 7-23-71; effec- 
tive thirtieth day thereafter (Register 71, No. 30). 

2. Repealer filed 5-14-81; effective thirtieth day thereafter (Regi.ster 81, No. 20). 

§ 1751 3-1 7520.6(b). Information to Be Furnished by 
Employer Claiming Deductions. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

Hlstory 

1. Renumbering of Section 175 13- 17520(b) and amendment filed 7-23-71; ef- 
fective thirtieth day thereafter (Register 7 1 , No. 30). For prior history see Regis- 
ter 70, No. 14. 

2. Amendment filed 2-22-74; effective thirtieth day thereafter (Register 74, No. 
8). 

3. Repealer filed 5-14-81; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1751 3-1 7520.6(c). Contributions of an Employer to or 

Under an Employees' Pension Trust or Annuity 
Plan That Meets the Requirements of Section 
17501; Application of Section 17514. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1. Renumbering of Section 175 13-1 7520(c) and amendment filed 7-23-71; effec- 
tive thirtieth day thereafter (Register 71, No. 30). 

2. Repealer filed 5-14-81; effective thirtieth day thereafter (Regi.ster 81, No. 20). 

§ 1751 3-1 7520.6(d). Pension and Annuity Plans; 
Limitations Under Section 17514(a). 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Renumbering of Section 17513-17520(d) and amendment filed 7-23-71; ef- 
fective thirtieth day thereafter (Register 71, No. 30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1751 3-1 7520.6(e). Pension and Annuity Plans; 
Limitations Under Section 17514(b). 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . Renumbering of Section 1 75 1 3-1 7520(e ) and amendment filed 7-23-7 1 ; effec- 
tive thirtieth day thereafter (Register 71, No. 30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1751 3-1 7520.6(f). Pension and Annuity Plans; 
Limitations Under Section 17514(c). 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . Renumbering of Section 1751 3-1 7520(f) and amendment filed 7-23-71 ; effec- 
tive thirtieth day thereafter (Register 71, No. 30). 

2. Repealer filed 5-14-81; effective thirtieth day thereafter (Register 81, No. 20). 



§ 1 751 3-1 7520.6(g). Pension and Annuity Plans; 

Contributions in Excess of Limitations Under 
Section 17514; Application of Section 17514(d). 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

HiSlORY 

1. Renumbering of Section 17513-17520(g) and amendment filed 7-23-7:; ef- 
fective thirtieth day thereafter (Register 71. No. 30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 751 3-1 7520.6(h). Contributions of an Employer Under 
an Employees' Annuity Plan Which Meets the 
Requirements of Section 17501 ; Application of 
Section 17515. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . Renumbering from Section 1 75 1 3- 1 7520(h) and amendment filed 7-23-7 1 ; ef- 
fective thirtieth day thereafter (Register 71, No. 30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 8 1 , No. 20). 

§ 1 751 3-1 7520.6(i). Contributions of an Employer to an 
Employees' Profit-Sharing or Stock Bonus 
Trust That Meets the Requirements of Section 
17501; Application of Section 17516(a). 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Renumbering from Section 17513-17520.6(i) and amendment filed 7-23-71; 
effective thirtieth day thereafter (Register 71, No. 30). 

2. Repealer filed 5-14-81 : effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 751 3-1 7520.6(j). Profit-Sharing Plan of an Affiliated 
Group; Application of Section 17516(b). 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Renumbering from Section 17513-17520.6(j) and amendment filed 7-23-71; 
effective thirtieth day thereafter (Register 71, No. 30). 

2. Repealer filed 5-14-8 1 ; effective thirtieth day thereafter (Register 8 1, No. 20). 

§ 1 751 3-1 7520.6(k). Trust Created or Organized Outside 
This State; Application of Section 17517. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Renumbering of Section 17513-17520(k) and amendment filed 7-23-71; ef- 
fective thirtieth day thereafter (Register 71, No. 30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 751 3-1 7520.6(1). Contributions of an Employer Under a 
Plan That Does Not Meet the Requirements of 
Section 17501; Application of Section 17518. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . Renumbering of Section 1 75 1 3-1 7520( 1) and amendment filed 7-23-71 ; effec- 
tive thirtieth day thereafter (Register 71, No. 30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 751 3-1 7520.6(m). Contributions of an Employer Where 
Deductions Are Allowable Under Section 17514 
or 17515 and Also Under Section 17516; 
Application of Section 17520. 

NOTE; Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Renumbering of Section 175I3-17520(m) and amendment filed 7-23-71; ef- 
fecfive thirtieth day thereafter (Register 71, No. 30). 

2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 1 7521 . Method of Contribution, etc., Having the Effect of 
a Plan; Effect of Section 17521. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 
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History History 

Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 1 . Repealer of Article 1 (Sections 17551(a) through 17553-17556) tiled 6 25 81 : 

effective thirtieth day thereafter (Register 81, No. 26). For prior history, see 



§ 17522. Certain Negotiated Plans; Effect of Section 17522. 



Register61,No. 9. 



NOTI-; Authority and reference cited: Section 19253. Revenueand Taxation Code. -■ Rditorial renumbering of former Article 4 (Section 17596) to Article 1 (Section 

17554) filed 4-17-85; effective thirtieth dav thereafter (Register 85, No. 16). 



History 
1. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 17523. Carryover of Unused Deductions: Effect of 
Section 17523. 

Noti;: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
1 . Repealer filed 5- 14-81: effective thirtieth day thereafter ( Register 8 1 . No. 20). 

§ 17524. Contributions on Behalf of a Self-Employed 

Individual to or Under a Pension, Annuity, or 
Profit-Sharing Plan Meeting the Requirements 
of Sections 17501 to 17502.8, Inclusive; 
Application of Sections 17520.4 and 17520.6 
and Sections 17524 and 17525. 

NotH: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed .5-14-8 1 ; effective thirtieth day thereafter (Register 81 , No. 20). 



For prior history of Section 17596, see Registers 82, No. 49 and 81, No. 52. 
3. Change without regulatory effect repealing section filed 12-10-2002 pursuant 
to section 100, title 1, California Code of Regulations (Register 2002, No. 50). 

Article 2. General Rule for Methods of 
Accounting 

Note; Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. Repealer of Article 2 (Section 17561) filed 6-25-81; effective thirtieth day 
thereafter (Register 81, No. 26). For prior history, see Register 74, No. 48. 

Article 3. Taxable Year for Which Items of 
Gross Income Included 

§ 1 7571 (a). General Rule for Taxable Year of Inclusion. 

Note: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , No. 26). 

§ 1 7526(a). Qualified Bond Purchase Plans. § 1 7571 (b). Constructive Receipt of Income. 

Note: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. ^qj^. Authority cited: Section 19253, Revenue and Taxation Code. 

History History 

1. New section filed 7-2.3-71 ; effective thirtieth day thereafter (Register 71, No. 1 Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 

2.Repealerfiled5-14-81;effeetivethirtiethdaythereafter(Register81,No.20). § 17571(c). Long-Term Contracts. 

NotE: Authority cited: Section 19253, Revenue and Taxation Code. 

§ 17526(b). Deduction of Contributions to Qualified Bond History 

Purchase Plans. 1 ■ Repealer filed 6-25-81 ; effecfive thirtieth day thereafter (Register 8 1 , No. 26). 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. § 17571(d). Accounting for Redemption of Trading Stamps 



and Coupons. 



History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. ,,. . , . .^Z'. ,11^-, „ ,^ . ^ , 

T^()^ ■' ^ NOTE: Authority cited: Section 19253. Revenue and Taxation Code. 

History 



2. Repealer filed 5-14-81 ; effective thirtieth day thereafter (Register 81, No. 20). 

§ 17526(c). Taxation of Retirement Bonds. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 6-25-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 26). 

§ 17529. Definition of Earned Income. 

Note: Authority cited: Section 19253, Revenue and Taxation Code. 

History 



1. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 

§ 1 7577-1 7580(a). Installment Method of Reporting 
Income. 

NOTE: Authority cited: Section 19253. Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81. No. 26). 

§ 1 7577-1 7580(b). Special Rules Applicable to Dealers in 
Personal Property. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 7-23-71 ; effective thirtieth day thereafter (Register 71 , No. 1. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 8 1 , No. 26). 
30). 

§ 1 7577-1 7580(c). Special Rules Applicable to Casual 
Sales or Casual Disposition of Personal 
Property. 

Article 2. Employee Stock Options NotE: Authority cited: section 19253, Revenue and Taxafion Code. 

History 
Note: Authority cited: Section 19253, Revenue and Taxation Code. ,0 , fi j/- oc 01 cc .■ .i-_- .u j .u r /n o, m -.^. 

•' j_. 1. Repealer filed 6-25-81; effective thirtieth day thereafter (Register 8 1. No. 26). 

1. Repealer of Article 2 (Secnons I753l-I7540(a) through 1753 1-1 7540(f)) filed § 17577-1 7580(d). Sale of Real Property Involving Deferred 



Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 



6-25-81 ; effective thirtieth day thereafter(Register 81. No. 26). For prior histo- 
ry, see Registers 64, No. 4; 62, No. 23; and 61, No. 9. 



Subchapter 6. Accounting Periods and 
Methods of Accounting 

Article 1 . Taxable Year for Which 
Deduction Taken 

§ 17554. Taxation of Income. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 



Periodic Payments. 

NOTE; Authority cited: Section 19253. Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81. No. 26). 

§ 1 7577-1 7580(e). Sale of Real Property Treated on 
Installment Method. 

NOTE: Authority cited: Section 19253. Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , No. 26). 

§ 1 7577-1 7580(f). Deferred-Payment Sale of Real Property 
Not on Installment Method. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 
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History 

1. Repealer filed 6-2.^-81; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17577-1 7580(g). Change from Accrual to Installment 
Method by Dealers. 

NOTE: Authority cited: Section 192.S3. Revenue and Taxation Code. 

History 

1 . Repealer filed 6-25-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 26). 

§ 17577-1 7580(h). Requirements for Adoption of or 
Change to Installment Method. 

NOTE: Authority cited: Section 19233, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 26). 

§ 17577-17580(1). Gain or Loss on Disposition of 
Installment Obligations. 

NotE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. Repealer filed 6-25-81; effective thirtieth day thereafter (Register 81 . No. 26). 

§ 1 7577-1 7580(j). Effective Date. 

NotE: Authority cited: Section 19253. Revenue and Taxation Code. 

History 
I . Repealer filed 6-25-81; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17581-17582. Obligations Issued at Discount. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
1. Repealer filed 12-23-81; effective thirtieth day thereafter (Register 81, No. 52). 



Subchapter 7. Exempt Trusts and Common 
Trust Funds 



Article 4. Taxable Year for Which 
Deduction Taken 



§ 17596. Taxation of Income. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 17596, Revenue and Taxation Code. 

History 

1 . Repealer of Article 4 (Sections 1 759 1-1 7596, not consecutive ) filed 1 2-23-8 1 ; 
effective thirtieth day thereafter (Register 81, No. 52). For prior history, see 
Registers 77, No. 36; 76, No. 28; and 64, No. 4. 

2. New Article 4 (Section 1 7596) filed 1 1-30-82; effective thirtieth day thereafter 
(Register 82, No. 49). 

3. Editorial renumbering of Article 4 (Section 17596) to Article 1 (Section 17554) 
filed 4-17-85; effective thirtieth day thereafter (Register 85, No. 16). 



Article 5. Inventories 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. Repealer of Article 5 (Sections 17601(a) through 17602-17606(g)) filed 
6-25-8 1 ; effective thirtieth day thereafter (Register 8 1 . No. 26). For prior histo- 
ry, see Registers 64, No. 4; and 62, No. 23. 



Article 6. Adjustments 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. Repealer of Article 6 (Sections 17611-17614(a) through 1761 l-17614(e)), 
filed 6-25-81; effective thirtieth day thereafter (Register 81, No. 26). For prior 
history, see Register 62, No. 23. 



Article 1. Taxation of Business Income of 
Certain Exempt Trusts 

§ 17631-17632. Exemption from Taxation. 

NOTE; Authoiity cited: Section 19253, Revenue and Taxation Code. 

History 

1. Article 1 (Regs. 17631-17632(a) through 17649(b)) filed 5-3-61; effective 
thinieth day thereafter (Register 61, No. 9). 

2. Regs. 1763i-17632(a) and 17631 -17632(b) repealed and new Reg. 
17631-17632 filed 12-14-64; effective thirtieth day thereafter (Reaister 64, 
No. 25). 

3. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17633-17640. Exceptions, Additions, and Limitations. 

History 
1. Repealer filed 12-14-64,effectivethirtiethday thereafter (Register 64, No. 25). 

§ 17635-17637. Prohibited Transactions. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. New 17635-17637 filed 12-14-64; effective thirtieth day thereafter (Register 
64, No. 25). 

2. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

§ 17638. Future Status of Organization Denied Exemption. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxafion Code. 

History 

1. New Reg. 17638 filed 12-14-65; effective thirtieth day thereafter (Register 64, 
No. 25). 

2. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82. No. 3). 

§ 17639(a). Certain Loans by Employees' Trusts. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New Reg. 17639(a) filed 12-14-64; effective thirtieth day thereafter (Register 
64, No. 25). 

2. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

§ 17639(b). Requirements. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New Reg. 17639(a) filed 12-14-64; effective thirtieth day thereafter (Register 
64, No. 25). 

2. Repealer filed 1-1 5-82; effective thirtieth day thereafter (Register 82, No. 3). 

§ 17639(c). Effective Dates. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New Reg. 17639(c) filed 12-14-64; effective thirtieth day thereafter (Register 
64, No. 25). 

2. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

§ 17640. Loans to Employers Who Are Prohibited from 
Pledging Assets. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New Reg. 17640 filed 12-14-64; effective thirtieth day thereafter (Register 64, 
No. 25). 

2. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

§ 17641. Trusts Benefiting Certain Owner-Employees. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

§17645-17646. Definition of "Article 1 Lease." 

History 

1 . Repealer filed 1 2-14-64; effective thirtieth day thereafter (Register 64, No. 25). 
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§ 17647. Article 1 Lease Indebtedness. 

History 
1 . Repealer filed 1 2- 1 4-64; effeeti ve thirtieth day thereafter ( Register 64, No. 25). 

§ 17649(a). Lease Rents. 

History 
1. Repealer filed 12-]4-64;etfeetivethirtiethdaythereafter(Register64, No. 25). 

§ 17649(b). Article 1 Lease Deductions. 

History 
1 . Repealer filed 1 2- 1 4-64; effective thirtieth day thereafter (Register 64, No. 25). 



§ 17690. Mine Development Expenditures. 

NOTl-:: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , No. 26). 



Article 2. Deductions: Computation of 
Taxable Income 

NOTK: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer of Article 2 (Sections 17651(a) through 17659) filed 6-25-81; effec- 
tive thirtieth day thereafter (Register 81, No. 26). 



Article 2. Sales and Exchanges 

NOTI:: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer of Article 2 (Sections 1771 1-17712) filed 6-25-81 ; effective thirtieth 
day thereafter (Register 81, No. 26). 



Subchapter 9. Estates, Trusts, 
Beneficiaries and Decedents 



Article 3. Common Trust Funds 



Article 1 . General Rules for Taxation of 
Estates and Trusts 



§ 1 7731 (a). Scope of Chapter 9. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. New Group 9, Article 1 (Regs. 17731-17745) filed 9-15-58; effective thirtieth 
day thereafter (Register 58. No. 17). 

2. Repealer filed 6-25-81; effective thirtieth day thereafter (Register 81, No. 26). 



§ 17671-17676(3). Common Trust Funds. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New Article 3 (Regs. 17671-17677) filed 9-15-58; effective thirtieth day there- 
after (Register 58, No. 17). 

2. Amendment filed 1 2-22-69; effective thirtieth day thereafter (Register 69, No. 
52). 

3. Repealer filed 6-25-81; effective thirtieth day thereafter (Register 81, No. 26). NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
§ 17671 -17676(b). Income of Participants in Common 
Trust Fund. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 



§ 1 7731 (b). Scope of Articles 1 , 2, 3, and 4. 

NOTE: Authority cited: Section 19253, Revenue and Taxa 

History 

1 . Repealer filed 6-25-8 1 ; effective thirtieth day thereafter (Register 8 1 . No. 26). 



§ 1 7731 (c). Imposition of Tax; Application of Tax. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , No. 26). 



§ 17671 -17676(c). Computation of Common Trust Fund 
income. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . Amendment filed 10-2-68; effective thirtieth day thereafter (Register 68, No. 
37). 

2. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , No. 26). 



§ 17731(d). Gross Income of Estates and Trusts. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , No. 26). 



§ 17731(e). Computation and Payment of Tax; Deductions 
and Credits of Estates and Trusts. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 



§ 1 7671 -1 7676(d). Admission and Withdrawal of 

Participants In the Common Trust Fund. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81; effective thirtieth day thereafter (Register 81, No. 26). NOTE: Authority cited: Section 19253, Revenue and Taxation Code 

History 
§ 17677. Returns of Common Trust Funds. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code 

History 
1. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3) 



§ 1 7731 (f ). Filing of Returns and Payment of the Tax. 



1 . Amendment filed 12-1 3-63; effective thirtieth day thereafter (Register 63, No. 
25). 

2. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , xNo. 26). 



Subchapter 8. Natural Resources 



§ 17731(g). Termination of Estates and Trusts. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , No. 26). 

§ 17733. Deduction for Personal Exemption of Estates and 
Trusts. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation 1. Repealer filed 6-25-81; effective thirtieth day thereafter (Register 81, No. 26). 
Code. 

History § 17734(a). Charitable Contributions Deduction. 

1 . New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 
4)- History 

2. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 1. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 8 1 , No. 26). 



Article 1. Deductions 



§ 17689. Discovery or Exploration Expenditures. 
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§ 17734(b). Reduction of Charitable Contributions 
Deductions by Exempt Income. 

NOTH: Authority cited: Section 19253. Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-8 1 ; effective thirtieth day thereafter (Register 8 1 . No. 26). 

§ 17734(c). Capital Gains Included in Charitable 
Contribution. 

NOTH: Authority cited: Section 19253, Revenue aiid Taxation Code. 

History 
1 . Repealer filed 6-25-8 1 ; effecti ve thirtieth day thereafter ( Regi.ster 8 1 , No. 26). 

§ 17734(d). Cross Reference. 

NOTE:: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , No. 26). 

§ 17735. Depreciation and Depletion. 

NOTK: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-2.5-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 26). 

§ 17736. Amortization of Emergency Facilities. 

NOTIi: Authority cited: Section 19253 Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 26). 

§ 17737(a). Excess Deductions on Termination of an 
Estate or Trust. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , No. 26). 

§ 17737(b). Meaning of "Beneficiaries Succeeding to the 
Property of the Estate or Trust." 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , No. 26). 

§ 17737(c). Allocation. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17738. Disallowance of Standard Deduction. (Cross 
Reference.) 

NOTli: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17739(a). Distributable Net Income; Deduction for 
Distributions; In General. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 6-25-81; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17739(b). Deduction for Distributions. 

NOTR: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17739(c). Deduction for Personal Exemption. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 8 1 , No. 26). 

§ 17739(d). Capital Gains and Losses. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 6-25-81; effecfive thirtieth day thereafter (Register 81, No. 26). 

§ 1 7739(e). Extraordinary Dividends and Taxable Stock 
Dividends. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 



History 
1 . Repealer filed 6-25-8 1 ; effective thirtieth day thereafter (Register 81, No. 26). 

817739(f). Tax-Exempt Interest. 

NOTE: Authority cited: Section 19253. Revenue and Taxation Code. 

History 
1 . Repealer filed 6-2.5-81 ; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17740(a). Definition of "Income." 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 : effective thirtieth day thereafter (Register 81, No. 26). 

§ 17740(b). Dividends Allocated to Corpus. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 . No. 26). 

§ 17741(a). Definition of "Beneficiary." 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17741(b). Illustration of the Provisions of Sections 17739 
to 17740, Inclusive. 

NOTE; Authority cited: Section 19253. Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 

§ 1 7742-1 7745(a). Taxability of Estates, Trusts, and 
Beneficiaries. 

History 

1. Repealer filed 8-18-82; effecfive thirtieth day thereafter (Register 82, No 34). 

§ 17742-1 7745(b). Taxes Are Charged on Corpus-Liability 
of Fiduciary. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-82; effecfive thirtieth day thereafter (Register 82. No. 3). 

§ 1 7742-1 7745(c). Income Taxable to Beneficiaries of 
Estate or Trust If Taxes Are Unpaid. 

History 
1. Repealer filed 8-18-82; effective thirtieth day thereafter (Register 82, No. 34). 

§ 1 7742-1 7745(d). Estates and Trusts Taxable As Separate 
Entities. 

Note-. Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 1-15-82; effecfive thirtieth day thereafter (Register 82, No. 3). 

§ 17742-17745(6). Massachusetts or Business Trusts. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxafion Code. 

History 
1. Repealer filed 1-15-82; effecfive thirtieth day thereafter (Register 82, No. 3). 

§ 1 7742-1 7745(f). Estates of Infants and Other Wards. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxafion Code. 

History 
1. Repealer filed 1-1.5-82; effecfive thirtieth day thereafter (Register 82. No. 3). 

§ 1 7742. Taxability of Estates. 

(a) In the case of an estate, if the decedent and noncontingent benefi- 
ciaiies are all nonresidents of this State, and, in the case of a trust, if the 
fiduciaries and noncontingent beneficiaries are all nonresidents of this 
State, only income from real or personal property located in this State 
(see Reg. 17951-3), business carried on within this State (see Reg. 
1 795 1-4), and intangible personal property having a business or taxable 
situs in this State (see Section 17952) is taxable. 

In computing the taxable income from these sources, only the gross in- 
come from these sources is considered. From such gross income, the de- 
ductions allowed by the law are subtracted. See Sections 17301-17303 
and Section 17734. The amount remaining is taxable income of the estate 
or trust to which the rates of tax specified in Section 17041 apply. 
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EXAMPLE. B is the executor of the estate of A. who was a nonresident 
of this State at the time of death. All the beneficiaries are likewise nonres- 
idents. During the year 1980. the gross income of the estate from all 
sources amounted to $100,000, $50,000 of which was derived from real 
and personal property located, and from business transacted, in this State. 
The losses, depreciation, and depletion sustained with respect to the 
property in California, and the taxes, licenses, expenses, bad debts, etc., 
properly deductible from the California income amounted to $40,000. 
Thus, the income from California sources, prior to deducting amounts 
distributed to beneficiaries, amounted to $10,000. Of this amount, 
$6,000 was distributed to beneficiaries during the year pursuant to a par- 
tial distribution of the estate. The remaining $4,000 is the net income of 
the estate, as defined in Section 1841 1. 

(b) A noncontingent beneficiary is one whose interest is not subject to 
a condition precedent. 

(c) On the death of a married person, the deceased spouse's share of 
the community property is. in some circumstances, subject to administra- 
tion in the hands of his or her estate (California Probate Code Sections 
201-206). The estate of the deceased spouse is taxable on the income 
from that part of his or her one-half of the community property that is 
properly subject to administration. Income received by the estate, but 
derived from the surviving spouse's share of the community property 
(acquired after July 28, 1927) is taxable to the surviving spouse. 
NOTK: Authority cited: Section 192.S3, Revenue and Taxation Code. Reference: 
Section 17742. Revenue and Taxation Code; and Section 5105. Civil Code. 

History 

1. New section filed 8-18-82; effective thirtieth day thereafter (Register 82, No. 
34). 

2. Editorial correction of subsection (a) (Register 83, No. 19). 

§ 17743. Taxability of Trust Dependent upon Residence of 
Fiduciary. 

If there are two or more fiduciaries of a trust, and one or more are resi- 
dents and one or more are nonresidents, and all the beneficiaries are non- 
residents, the trust is taxable upon (a) all net income (less the deductions 
allowed under Article 1 of Chapter 9 (Section 17731 and following)) 
from business carried on within this State, from real or tangible personal 
property located in this State, and from intangible personal property hav- 
ing a business or taxable situs in this State (see Reg. 17952); and (b) that 
proportion of the net income (less the deductions allowed under Article 
1 of Chapter 9 (Section 17731 and following)) from all other sources 
which the number of fiduciaries who are residents of this State bears to 
the total number of fiduciaries. 

EXAMPLE (1). B, a resident, and C, a nonresident of this State, are 
the trustees of a trust created by A. All the beneficiaries are nonresidents. 
During the year 1 980, the trust received $60,000 as rent from real and tan- 
gible personal property located in, and from business carried on in this 
State, from which expenses of $ 1 0,000 were deducted, $60,000 from real 
and personal property located, and business carried on, outside this State 
from which expenses of $10,000 were deducted, and $50,200 income 
from stocks and bonds, none of which had a business or taxable situs in 
this State. None of the income was paid or credited to the beneficiaries 
during the year. The $50,000 income from real and personal property lo- 
cated in, and business transacted in this State is taxable. Since there are 
two fiduciaries, one of which is a resident of this State, one-half of the 
balance of the income of the trust is likewi.se taxable to the trust. Thus, 
the taxable income amounts to $100,100 ($50,000 from property located 
in this State, plus one-half of $100,200 which is the remainder of the 
trust's income). 

EXAMPLE (2). E, a resident, and F and G, nonresidents of this State, 
are the trustees of a trust created by D. All of the beneficiaries are nonresi- 
dents. The corpus of the trust consists entirely of stocks and bonds and 
property located outside this State. One-third of the income taxable un- 
der Section 1 7742 (i.e., net income less the deductions allowed under Ar- 



ticle 1 of Chapter 9), which is the proportion of total income taxable 
which the number of fiduciaries who are residents of this State bears to 
the total number of fiduciaries, is taxable to the trust. 

NoTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 17743, Revenue and Taxation Code. 

History 

1. New section filed 8-18-82; elTeclive thinieth day thereafter ( Register 82, No. 

34). 

2. Hditoriai correcfion of subsection (a) (Register 83, No. 19). 

§ 17744. Taxability of Trust Dependent upon Residence of 
Beneficiary. 

If one or more of the noncontingent beneficiaries of a trust arc resi- 
dents and one or more are nonresidents, and the fiduciaries are nonresi- 
dents, the trust is taxable upon (a) all income (less the deduction allowed 
under Article I of Chapter 9 (Section 1 773 1 and following) from real and 
tangible personal property located in this State, and from business carried 
on within this State and from intangible personal property having a busi- 
ness or taxable situs in this State (see Reg. 17952); and (b) that proportion 
of all net income (less the deduction allowed under Article 1 of Chapter 
9 (Section 1 773 1 and following)) from all other sources which eventually 
is to be distributed to the noncontingent beneficiaries who are residents 
of this State. 

EXAMPLE (1). A transferred property located outside this State in 
trust to pay equal shares of the income to B, a resident, and C. a nonresi- 
dent of this State. The beneficiaries have noncontingent interests. The fi- 
duciaries of the trust are nonresidents. During the year 1980, the trust 
realized $50,000 from real and tangible personal property located, and 
business carried on, within this State, $50,000 from real and tangible per- 
sonal property located, and business carried on. outside this State, and 
$50,000 from stocks and bonds, none of which had a business or taxable 
situs in this State. None of the income was paid or credited to the benefi- 
ciaries during the year. The trust is taxable upon the $50,000 realized 
from real and tangible personal property located, and business carried on, 
within this State. The trust is also taxable upon one-half of the balance 
of the income since one-half of such income will eventually be distrib- 
uted to B, a resident of this State. 

EXAMPLE (2). A transferred stocks and bonds and real and personal 
property located outside this State in trust to B. a nonresident of this State. 
Under the terms of the trust, the income from the intangible personal 
property is to be accumulated for a number of years and then distributed 
to C. a resident of this State with a noncontingent interest. The balance 
of the income is to be distributed to certain named beneficiaries who arc 
nonresidents of this State. The trust is taxable upon all the income from 
the intangible personal property, i.e., the stocks and bonds, but is not tax- 
able upon any of the income from the remainder of the trust property. 
NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 17744, Revenue and Taxation Code. 

History 

1. New section filed 8-18-82; effective thirtieth day thereafter (Regi.ster 82, No. 
34). 

2. Editorial correction of subsection (a) (Register 83, No. 19). 

§ 17746(a). Disallowance of Double Deductions; In 
General. 

NOTE; Authority cited: Section 19253. Revenue and Taxation Code. 

History 

1 . New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 6-25-81 ; effective thinieth day thereafter ( Register 8 1 , No. 26). 

§ 17746(b). Deductions Included. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

2. Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 
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Article 2. Trusts Which Distribute Current 
Income Only 

§ 17751(a). Simple Trusts; Deduction for Distributions; In 
General. 

NOTH; Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. New Group 9, Article 2 (Regs. 17751-17752) filed 9-15-58; effective thirtieth 
day thereafter (Register 58, No. 17). 

2. Repealer filed 6-25-81 : effective thirtieth day thereafter (Register 8 1 , No. 26). 

§ 17751(b). Income Required to Be Distributed Currently. 

NOTK: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81 , No. 26). 

§ 1 7751 (c). Distribution of Amounts Other Than Income. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81. No. 26). 

§ 1 7751 (d). Charitable Purposes. 

NotH: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . Repealer filed 6-25-81; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17751(e). Estates. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17751(f). Deduction for Distributions to Beneficiaries. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 6-25-81 ; effective thirtieth day thereafter (Register 81, No. 26). 

§ 17752(a). Simple Trusts: Inclusion of Amounts in Income 
of Beneficiaries. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

§ 17752(b). Distributions in Excess of Distributable Net 
Income. 

NOTE: Authority and reference cited : Section 1 9253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

§ 1 7752(c). Character of Amounts. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82. No. 3). 

§ 17752(d). Allocation of Income Items. 

NOTE: Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 

1. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82. No. 3). 

§ 17752(e). Allocations of Deductions. 

NOTE; Authority and reference cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

§ 1 7752(f). Different Taxable Years. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

§ 17752(g). Death of Individual Beneficiaries. 

NotE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 



§ 17752(h). Termination of Existence of Other 
Beneficiaries. 

NotE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82. No. 3). 

§ 17752(i). Illustration of the Provisions of Sections 17751 
and 17752. 

NOTE: Authority and reference cited: Section 1 9253. Revenue and Taxation Code. 

History 
1. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 82. No. 3). 



Article 3. Estates or Trusts Which May 

Accumulate Income or Which Distribute 

Corpus 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 

Sections 17761-17835. Revenue and Taxation Code. 

History 

1. Repealer of Article 3 (Sections 17761(a)-(0 through 17767(a)-(d)) filed 
8-6-81 ; effective thirtieth day thereafter (Register 81 , No. 32). For prior histo- 
ry, see Registers 74. No. 48 and 58, No. 17. 



Article 4. Treatment of Excess 
Distributions by Trusts 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 

Sections 17761-17835, Revenue and Taxation Code. 

History 

1. Repealer of Article 4 (Sections 17771(a)-(h) through n777(a)-(b)) filed 
8-6-81 ; effective thirtieth day thereafter (Register 81 , No. 32). For prior histo- 
ry, see Registers 76, No. 52 and 58, No. 17. 



Article 5. 



Grantor and Others Treated As 
Substantial Owners 



NOTE: Authority cited: Secfion 19253, Revenue and Taxation Code. Reference: 

Sections 17761-17835, Revenue and Taxafion Code. 

History 

1. Repealer of Article 5 (Secfions 17781(a)-(d) through 17792(a)-(d)) filed 
8-6-81 ; effective thirtieth day thereafter (Register 81, No. 32). For prior histo- 
ry, see Register 58, No. 17. 



Article 6. Miscellaneous 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Sections 17761-17835, Revenue and Taxafion Code. 

History 
1. Repealer of Article 6 (Sections 17811-17818(a)-(0 through 17821(a)-(b)) 

filed 8-6-81 ; effective thirtieth day thereafter (Register 81 , No. 32). For prior 

history, see Registers 61, No. 9 and 58, No. 17. 

Article 7. Income in Respect of Decedents 

NOTE; Authority cited: Secfion 19253, Revenue and Taxafion Code. Reference: 
Sections 17761-17835, Revenue and Taxafion Code. 

History 

1. Repealer of Article 7 (Secfions 1783 1-1 7834(a)-(e) through 17838) filed 
8-6-81 ; effective thirtieth day thereafter (Register 81 , No. 32). For prior histo- 
ry, see Register 61, No. 9. 



Subchapter 10. Partners and Partnerships 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. Reference: 
Sections 17761-17835, Revenue and Taxafion Code. 

History 

1. Repealer of Article 1 (Secfions 17851-17867) filed 8-6-81; effective thirtieth 
day thereafter (Register 81, No. 32). For prior history, see Registers 68. No. 37 
and 64, No. 4. 

2. Repealer of Article 2 (Sections 17881-17883) filed 8-6-81 ; effective thirtieth 
day thereafter (Register 81, No. 32). 

3. Repealer of Articles 3-7 (Sections 17892(a)-17932, not consecufive) filed 
8-25-8 1 ; effective thirtieth day thereafter (Register 81, No. 35). For prior histo- 
ry, see Registers 81, No. 32 and 62, No. 23. 
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Subchapter 11. Gross Income of 
Nonresidents 

§ 17951-1.* Gross Income of Nonresidents. 

(a) Nonresidents of the State are taxable only upon taxable income 
derived from sources within this State (Revenue and Taxation Code sec- 
tion 1 7041 . subdivision (b)), and, accordingly, are required to include in 
gross income in making their returns only that portion of their gross in- 
come which is relevant in determining the amount of taxable income 
derived from source within this State. (For definition of nonresident, see 
Revenue and Taxation Code sections 1701 4 through 1701 6 and the regu- 
lations issued thereunder). For meaning of income from sources within 
this State, sec Reg. 17951-2. 

(b) The gross income of a nonresident of the State who is a member 
of a partnership, pool or syndicate includes, in addition to any other in- 
come from sources within this State, the member's distributive share of 
the taxable income of the partnership, pool or syndicate to the extent that 
the member's distributive share is derived from sources within this State. 
Amounts received from a partnership by a nonresident partner as pay- 
ments for services or use of capital, constitute gross income of a nonresi- 
dent. (See Reg. 17951^). 

(c) A nonresident beneficiary of an estate or trust must include in gross 
income, income from the estate or trust which is deductible by the estate 
or trust and which is derived from sources within this State. (For compu- 
tation of income of estates and trusts, deductible income, etc., see Chap- 
ter 9 (Sec. 1 773 1 and following)). However, qualified retirement income, 
as defined in Revenue and Taxation Code section 17952.5, received by 
a nonresident beneficiary of an estate or trust during a taxable year begin- 
ning on or after January 1 , 1 996, is not included in gross income derived 
from sources within this State. 

NOTH: Authority cited: Section 19.'i03, Revenue and Taxation Code. Reference: 
Sections 17041, 17951 and 17952, Revenue and Taxation Code. 

History 

1. Group 1 1 (Regs. 17951-17954(a) through 17951-17954(0) filed 5-3-61; ef- 
fective thirtieth day thereafter (Register 61, No. 9). 

2. Renumbering and amendment of Sections 1795 1-1 7954(a) to Section 17951-1 
filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

3. Change without regulatory effect amending subsection (c) and Notf-: filed 
7-28-97 pursuant to section 1 00, title 1 , California Code of Regulations (Regis- 
ter 97, No. 31). 

4. Change without regulatory effect amending section and Noti- filed 1 2-1 0-2002 
pursuant to section 100, title 1, CaliforniaCodeof Regulations (Register 2002, 
No. 50). 



'■■'■ This regulation is similar to Title 1 8, Cal. Adm. Code, Chapter 3, Subchapter 2, 
Section 17211-14(a). 

§ 17951-2.** Income from Sources Within This State. 

Income from sources within this State includes income from real or 
tangible personal property located in this State (.see Reg. 17951-3); in- 
come from a business, trade, or profession carried on within this State 
(see Reg. 17951-4); compensation for personal services performed with- 
in this State (see Reg. 17951-5); and income from stocks, bonds, notes, 
bank deposits and other intangible personal property having a business 
or taxable situs in this State (see Reg. 17952; and rentals or royalties for 
the use of, or for the privilege of using in this State, patents, copyrights, 
secret processes and formulas, good will, trade-marks, trade brands, 
franchises, and other like property having a taxable or business situs in 
this State (see Reg. 17952). Qualified retirement income, as defined in 
Section 1 7952.5 of the Revenue and Taxation Code received by a nonres- 
ident during a taxable year beginning on or after January 1, 1996, is not 
included in gross income derived from sources within this State. 

NOTI;: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Sections 17041, 17951 and 17952. Revenue and Taxation Code. 

History 
1. Renumbering and amendment of Sections 17951-17954(b) to Section 17951-2 
filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 



2. Change without regulatory effect amending section and NoTi. filed 7-28 97 
pursuant to section 1 00, title 1 . California Code of Regulations ( Register 97, No. 
31). 

** This regulation is substantially the same as Title 18, Cal. Adm. Code, Chapter 
3, Subchapter 2, Section 1721 l-14(b). 

§ 17951-3.*** Income from Real or Tangible Personal 
Property. 

Income of a nonresident from sources within this State includes rents 
from real or tangible personal property in this State, gains realized from 
thesaleortransferof such property (sec Chapter 14, Sec. 18151 and fol- 
lowing respecting capital gains) regardless of where the sale or transfer 
is consummated, and any other type of income derived from the owner- 
ship, control or management of real and tangible personal property lo- 
cated in this State irrespective of whether a trade, business or profession 
is carried on within this State. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Sections 17041 and 17951, Revenue and Taxation Code. 

History 
l.Renumberingand amendment of Sections 17951-17954(c) to Section 17951-3 

filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 



***This reeulation is substantially the same as Title 18, Cal. Adm. Code, Chapter 
3, Subchapter 2, Section 1721 1-1 4(c). 

§ 17951-4.*** Income from a Business, Trade or 
Profession. 

(a) If a nonresident's business, trade or profession is carried on entirely 
without the state, no portion of the net income therefrom is derived from 
sources within this state. If, on the other hand, the nonresident's business, 
trade or profession is conducted wholly within the state, the entire net in- 
come therefrom is derived from sources within this state. 

(b) If a nonresident's business, trade or profession is conducted partly 
within and partly without the state, and the part within the state is so sepa- 
rate and distinct from and unconnected with the part without the state 
such that the respective business activities are not part of a unitary busi- 
ness, trade or profession, only the net income from the business, trade or 
profession within the state is derived from sources within this state. Thus, 
if a nonresident owns a hotel in California and an unrelated manufactur- 
ing business elsewhere, and is not significantly involved in the manage- 
ment of the hotel, only the net income from the hotel in California is 
derived from sources within this state. 

(c) If a nonresident's business, trade or profession is a sole proprietor- 
ship which carries on a unitary business, trade, or profession within and 
without the state, the amount of net income derived from sources within 
this state shall be determined in the manner described below. 

(1) The total business income of the unitary business shall be deter- 
mined by subtracfing from the gross income of the unitary business those 
deductions allowed by the law (See Articles 6 and 9 of Chapter 3 (Section 
17201, Revenue and Taxation Code, and following)) which are attribut- 
able to that unitary business. If expenses relate to both business income 
and other income, the expenses shall be assigned to the respective income 
amounts as provided in Title 18, Cal. Code Regs., § 25 120(d). 

(2) The amount of such business income derived from sources within 
this state shall be determined in accordance with the provisions of the ap- 
portionment rules of the Uniform Division of Income for Tax Purposes 
Act, Sections 25120 to 25139, inclusive. Revenue and Taxation Code, 
and the regulations thereunder, except as otherwise provided in subsec- 
tion (g), below, relating to professional service organizations. 

(3) The source of net income which is not business income shall be de- 
termined in accordance with the sourcing rules of Sections 17951 
through 17955, Revenue and Taxation Code, and the regulations there- 
under, and not by reference to the nonbusiness allocation rules of the Uni- 
form Division of Income for Tax Purposes Act, Sections 25120 to 25 139, 
inclusive. Revenue and Taxation Code, and the regulations thereunder. 

(d) If a nonresident is a partner in a partnership which carries on a uni- 
tary business, trade or profession within and without this state, the source 
of the partner's distributive share of partnership income derived from 
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sources within this state shall be determined in the manner described be- 
low. 

(1) Except as provided, the total business income of the partnership 
shall be apportioned at the partnership level in accordance with the ap- 
portionment rules of the Uniform Division of Income for Tax Purposes 
Act, Sections 25 1 20 to 25 1 39, Revenue and Taxation Code, and the regu- 
lations thereunder. Each partner's distributive share of the partnership 
business income apportioned to this state is income derived from sources 
within this state. 

(2) The source of guaranteed payments received by a nonresident part- 
ner from a partnership shall be determined as if the guaranteed payments 
were a distributive share of partnership business income. 

(3) The source of a partner's distributive share of items which do not 
constitute business income shall be determined in accordance with the 
sourcing rules of Sections 17951 through 17955. Revenue and Taxation 
Code, and the regulations thereunder, as if the income producing activity 
were undertaken by the partner in its individual capacity. 

(4) Except as provided in subsection (d)(5), the business activity of a 
partnership will not ordinarily be considered part of a unitary business 
with another business activity of one or more of its partners. However, 
if necessary to properly reflect the income or loss of the partnership or 
its partners, the Franchise Tax Board shall have the discretion to treat the 
business activity of a partnership and a business activity of one or more 
of its partners as part of a single unitary business, but only after conduct- 
ing a comparable uncontrolled price examination in the manner provided 
by Section 23801(d)(1), Revenue and Taxation Code. For this purpose, 
the term "business activity" includes the partner's interest in the business 
activity of a sole proprietorship, another partnership, a limited liability 
company and an S corporation. If the Franchise Tax Board determines 
that unitary combination is appropriate under this subsection, the busi- 
ness income of the unitary activity shall be apportioned in accordance 
with the rules prescribed under subsection (d)(5)(A), without regard to 
the 20 percent limitation described therein. 

(5) Exception for 20 percent or more interests. Subsection (d)(4) shall 
not apply to partners who own, directly or indirectly, a 20 percent or more 
capital or profits interest in a partnership. For purposes of this section, the 
ownership of a capital or profits interest in a partnership shall be deter- 
mined under the rules of subsection (d)(5)(B). 

(A) If a partner owns a 20 percent or more interest, as described in sub- 
section (d)(5). and the business activity of the partnership is unitary with 
another business activity of the partner as that phrase is described in sub- 
section (d)(4), the income of the unitary activity shall be combined at the 
partner level and apportioned to this state under the provisions of the Uni- 
form Division of Income for Tax Purposes Act. Sections 25120-25139 
inclusive. Revenue and Taxation Code, and the regulations thereunder. 
In determining the amount of business income apportioned to this state, 
the partner shall combine the business income from unitary sole propri- 
etorships and its distributive or pro rata shares of business income from 
20 percent or more interests in unitary partnerships and S corporations. 
For purposes of the preceding sentence, the combined business income 
of a unitary partnership or S corporation shall be limited to the distribu- 
tive or pro rata share of business income of the partner or shareholder 
from interests actually (not constructively) owned. The combined uni- 
tary business income shall be apportioned to this state under the provi- 
sions of the Uniform Division of Income for Tax Purposes Act. Sections 
25 1 20-25 1 39. Revenue and Taxation Code, and the regulations thereun- 
der, at the partner level. For that purpose, the partner shall aggregate its 
payroll, property and sales from unitary sole proprietorships and its pro- 
portionate share of payroll, property, and sales from unitary partnerships 
and S corporations in which the partner or shareholder owns a 20 percent 
or more interest to arrive at a single apportionment percentage. That per- 
centage is applied to the combined unitary business income computed 
under this subsection to determine the partner's business income from 
sources within this state. 



(B) For purposes of this subsection (d)(5), the actual or constructive 
ownership of a capital or profits interest in a partnership shall be deter- 
mined in accordance with the following rules: 

1 . An interest in partnership capita! or profits which is owned, directly 
or indirectly, by or for a corporation, partnership, estate, or trust shall be 
considered as being owned proportionately by or for its shareholders, 
partners, or beneficiaries. 

2. An individual shall be considered as owning the interest in partner- 
ship capital or profits owned, directly or indirectly, by or for his or her 
family. 

3. The family of an individual shall include only his or her brothers and 
sisters (whether by the whole or half blood), spouse, ancestors, and lineal 
descendants, and 

4. An interest in partnership capital or profits constructively owned by 
a person by reason of the application of subsection (d)(5)(B)l. shall, for 
the purpose of applying subsections (d)(5)(B) 1 . or (d)(5)(B)2.. be treated 
as actually owned by such person, but an interest in partnership capital 
or profits constructively owned by an individual by reason of the applica- 
tion of subsection (d)(5)(B)2. shall not be treated as owned by him for the 
purpose of again applying either of such subsections in order to make 
another the constructive owner of such interest in partnership capital or 
profits. 

EXAMPLE; Individual X is engaged in a sole proprietorship with busi- 
ness income of $100,000. In addition, X directly owns a \5% capital in- 
terest in Partnership P. X's sister Y also owns a \0% capital interest in 
P. X's distributive share of business income from P is $30,000, and his 
sister's distributive share of business income from P is $20,000. P and 
X's sole proprietorship are engaged in a unitary business. Under subsec- 
tion (d)(5)(B), X is treated as constructively owning Y's interest in the 
partnership. Thus X's aggregate owned or constructively owned interest 
in P is 25%. Accordingly, X is subject to the apportionment provisions 
of subsecUon (d)(5)(A). However, under subsection (d)(5)(A). X will 
combine and apportion only the sum of his $100,000 proprietorship in- 
come and his actual distributive share of business income of $30,000 
from P. The 20 percent test used to determine the applicability of subsec- 
tion (d)(5) does not affect the amount of partnership income taken into 
account in computing income actually derived from sources within this 
state. 

(e) If a nonresident is the sole member of a limited liability company 
whose separate existence is disregarded for tax purposes under Section 
23038. Revenue and Taxation Code, and which carries on a unitary busi- 
ness, trade or profession within and without this state, the source of the 
member's limited liability company income derived from sources within 
this state shall be determined in accordance with the sole proprietorship 
provisions of subsections (c) and (g). If a nonresident is a member of a 
limited liability company which is classified as a partnership for tax pur- 
poses under Section 23038, Revenue and Taxation Code, and which car- 
ries on a unitary business, trade or profession within and without this 
state, the source of the member's distributive share of limited liability 
company income derived from sources within this state shall be deter- 
mined in accordance with the partnership provisions of subsections (d) 
and (g). The provisions of (c), (d) or (g), as the case may be, shall not be 
construed to apply to the determination of "total income from all sources 
reportable to this state" for purposes of determining the annual fee im- 
posed on a limited liabihty company under Section 17942, Revenue and 
Taxation Code. 

(0 If a nonresident is a shareholder of an S corporation (as described 
in Section 17087.5, Revenue and Taxation Code) which carries on a uni- 
tary business, trade or profession within and without this state, the 
amount of the nonresident's pro rata share of S corporation income 
derived from sources within this state shall be determined in the same 
manner as if the S corporation were a partnership. Except for subsecfion 
(d)(5)(B), the provisions of subsecUons (d)( 1 ) and (d)(3) through (5) are 
specifically incorporated by reference. In lieu of subsection (d)(5)(B), for 



Page 334 



Register 2002, No. 50; 12-13-2002 



Title 18 



Franchise Tax Board — Personal Income Tax 



§ 17951^ 



purpo.scs of determining whether a nonresident shareholder has a 20 per- 
cent or more interest in an S corporation, the rules for constaicti ve owner- 
ship of stock provided in Section 267(c) of the Internal Revenue Code 
shall apply. The provisions of subsection (g), relating to the computation 
of the payroll factor for professional service organizations, shall not ap- 
ply in the case of S corporations. The source of an S corporation's items 
of nonbusiness income for purposes of the tax imposed on the S corpora- 
tion under Part 1 1, Division 2, Chapter 4.5 of the Revenue and Taxation 
Code, shall have no relevance in determining the source of items of non- 
business income for purposes of taxing a nonresident shareholder. 

(g) If a sole proprietorship or partnership described in subsections (c) 
or (d) is engaged in the practice of a profession within the meaning of sub- 
section (h), below, the payroll factor of the applicable apportionment for- 
mula shall include 60''/ of the net income of a sole proprietorship or 60% 
of the distributive share of partnership income of each partner rendering 
professional personal services to the partnership. For purposes of the 
payroll factor the net income of a sole proprietorship and a partner's dis- 
tributive share of partnership income shall consist only of income proper- 
ly classifiable as business income. The amount so determined is deemed 
to be compensation paid to an employee for purposes of the payroll factor 
only. If a partner does not render professional services to the partnership, 
no part of such partner's distributive share of partnership income shall be 
taken into account in the payroll factor. The amount deemed to be com- 
pensation paid to an employee shall be included in the denominator of the 
payroll factor and in the California numerator of the payroll factor if the 
principal location of such partner is in this state. 

Guaranteed payments to a partner who renders professional services 
to a partnership engaged in the practice of a profession (within the mean- 
ing of subsection (h) below) shall be treated as part of the partner's dis- 
tributive share of partnership income and has a .source in this state in the 
same manner as a distributive share properly classified as business in- 
come and shall be apportioned under subsection (d), as modified under 
subsection (g). In computing the payroll factor of a partner who renders 
professional services to such a partnership and receives a guaranteed 
payment, 60 percent of the sum of the partner's distributive share of part- 
nership income properly classified as business income, and the partner's 
guaranteed payment, shall be deemed to be compensation paid to an em- 
ployee. The amount deemed to be compensation shall be included in the 
denominator of the payroll factor and in the California numerator of the 
payroll factor if the principal location of such partner is in this state. 

Example: The A-B-C company is a partnership performing account- 
ing services within and without this state. There are three partners. A, B, 
and C. Partners A and B render professional services to the partnership. 
Partner C is not active in the partnership business. Partner A is a resident 
of this state, and Partners B and C are nonresidents. For purposes of this 
example, each partner's principal location is in his or her respective state 
of residence. The partners' distributive shares of profit or loss are: A, 
50%; B. 30%; and C, 20%. In addition. Partner B receives a guaranteed 
payment of $ 10,000. Partnership profits after the deduction for the guar- 
anteed payment are $60,000 for the year. Of that amount, $50,000 is busi- 
ness income and $10,000 is nonbusiness income from a California real 
estate rental. All of the nonbusiness income is sourced to this state for 
purposes of this example. The partnership's income apportionment per- 
centage for this state is determined as follows: 



Everywhere 


This State 


% 


Property $200,000 


$70,000 


35 


Sales 150,000 


64,500 


43 


Sales 150,000 


64,500 


43 


Payroll: 






Employees 56,000 


21,000 




Partners: 






A $50,000 x 50% X 60% 15,000 


15,000 




B— [($50,000x30%.) 






+ $10,000] X 60% $15,000 


-0- 




Total Pavroll $86,000 


$36,000 


41.86 
162.86 


Apportionment percentage (162.86 -^ 


4) 


40.72% 



The partnership's business income from sources within this state is: 
Business income ($50,000 x 40.72% ) $20,360 

Partner A 

As a resident. Partner A is taxed on that partner's entire distributive share 
of ABC's income, irrespective of the source of the income: 

A's share of partnership business income ($50,000) x 50% $25,000 
A's share of partnership nonbusiness rental income 

($10,000x50%) . $ 5.000 

A's income taxed by this state $30,000 

As nonresidents. Partners B and C are taxed on their distributive share of 
partnership income from sources within this state, determined as follows: 

Partner B 

Partner B's share of Partnership business income from sources 
within this state ($20,360 x 30%^ ) $6. 1 08 

Partner B's guaranteed payment $1 0,000 x 40.72% $4,072 

Partner B's share of nonbusiness rental income 

($10,000x30%)) $3.000 

Partner B's Income from sources within this state $13,180 

Partner C 

Partner C's share of Partnership business income from sources 
within this state ($20,360 x 20% ) $4,072 

Partner C's share of nonbusiness rental income 

($10,000x20%)) $2,000 

Partner C's Income from sources in this state $6,072 

(h) The practice of law, accounting, medicine or the performance of 
personal services in scientific and engineering discipline and the practice 
of any other profession in which capital is not a material income produc- 
ing factor and in which more than W7c of business gross income for the 
taxable year is derived from personal services actually rendered by the 
individual or partners shall be deemed a profession for purposes of sub- 
section (g), above. 

(i) Rules and Definitions. To give effect to the foregoing, the following 
rules and definitions will be applied: 

(1) Other Professions Defined. For purposes of this regulation, the 
term "other profession" includes any occupation or vocation in which a 
professed knowledge of some department of science or learning, gained 
by a prolonged course of specialized instruction and study, is used by its 
practical application to the affairs of others, either advising, guiding or 
teaching them, and in serving their interests or welfare in the practice of 
an art or science founded on it. The word "profession" implies attain- 
ments in professional knowledge as distinguished from mere skill and the 
application of knowledge to uses for others as a vocation. The performing 
of services dealing with the conduct of business itself including the pro- 
motion of sales or services of such business and consulting services, does 
not constitute the practice of a profession even though the services in- 
volve the application of a specialized knowledge. 

(2) Capital as a Material Income Producing Factor. Whether capital is 
a material income producing factor in the production of the income of a 
profession (other than law, medicine, dentistry or architecture) is to be 
determined by the use to which the capital is put. Ordinarily, the use of 
capital in a professional activity or occupation will not be considered as 
a material income producing factor if it is used only to defray current op- 
erating expenses such as paying salaries of assistants, rent, traveling and 
other incidental expenses or for investment in furniture, machines, tools 
and equipment essential to the carrying on of the professional activity. 
Capital is a material income producing factor if a substantial portion of 
the gross income from the occupation is attributable to the employment 
of capital in the business. This is ordinarily the case where substantial in- 
ventory or substantial investment in plant, machinery or other equipment 
is required. 
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(3) Gross Income Derived From Personal Services of an Individual or 
Partner. For purposes of determining whether more than 80^^ of the unin- 
corporated business gross income is derived from personal services ac- 
tually rendered by an individual or partner, gross income from the profes- 
sional practice will be deemed derived from the personal services 
rendered by an individual or partner if such income is personal service 
income as distinguished from income attributable to the sale of property 
or to the use of capital and such income represents fees or charges for pro- 
fessional services personally rendered by the individual or partner or pro- 
fessional fees or charges for services which are attributable to the profes- 
sional activities of the individual or partner, in ca.ses where an individual 
or partner employs assistants to perform part ol' the professional work, 
fees or charges relating to the services of he assistants will be attributed 
to the individual or partner provided the individual or partner (A) gives 
personal attention to the work of the business, (B) consults with clients 
or patients, (C) devises the work program, outlines work methods and 
guides and directs the work procedure of the employees in the activity, 
and (D) supervises the formulation of advice, conclusions and reports to 
clients or patients as the person responsible for the services performed by 
the business or establishment; or provided that some combination of the 
foregoing and/or other activities shows that the services of the employees 
are merely incidental to the practice of the profession by the individual 
or partner. Where the profession is carried on by a sole proprietorship or 
partnership, income or fees relating to work performed by employees 
will be attributable to an individual or partner only if, in addition to the 
conditions enumerated above with respect to individuals or partners, it 
is shown that the clients or patients are advised by an individual or partner 
and look to an individual or partner as being responsible for the services 
performed. 

For example, where an accounting partnership employs assistants to 
do much of the detail work of making surveys, studies, audits, or other 
work ordinarily and customarily performed as an incident to the practice 
of the profession involved, income from professional charges based on 
services of the assistants will be deemed to be income derived from the 
services of the partners if a partner accepts the engagement or employ- 
ment, supervises and directs the work, confers with clients, and prepares 
and edits or completes and approves the reports. Where the nature and 
character of the service rendered by the assistants is such that the services 
are rendered without any substantial control by a partner, such services 
will not be considered attributable to the partner for the purposes of this 
subsection. 

(j) This regulation shall apply to taxable years beginning on or after 
January 1. 1976, except that the amendments to subsections (c)(3). 
(d)(3). (e) and (0, to the extent that these subsections adopt the sourcing 
rules of Sections 17951 through 17955. Revenue and Taxation Code, and 
the regulations thereunder, and not the nonbusiness allocation rules of the 
Uniform Division of Income for Tax Purposes Act. Sections 25120 to 
25 1 39. inclusive. Revenue and Taxation Code, and the regulations there- 
under, shall apply to the computation of taxes for taxable years of sole 
proprietors, partners, members and shareholders beginning on or after 
January 1. 2001. and the amendments to subsections (d)(4), (d)(5), (e) 
and (0. to the extent that the business activity of a partnership. limited 
liability company or S corporation will not ordinarily be considered part 
of a unitary business activity with another business activity unless the 
partner, member or shareholder owns directly or indirectly a 20 percent 
or more capital or profits interest in a partnership, limited liability compa- 
ny or S corporation, or the Franchise Tax Board determines that such 
combination is appropriate after conducting a comparable uncontrolled 
price examination, shall apply to the computation of taxes for taxable 
years of sole proprietors, partners, members and shareholders beginning 
on or after January 1, 2001. In the case of the computation of additions 
to tax under Section 18682, Revenue and Taxation Code, for failure to 
pay estimated tax. and the assessment of withholding liability and penal- 
ties under Sections 18815, 18684.2, 18685, and 19409, Revenue and 
Taxation Code, the amendments to subsections (c)(3), (d)(3), (d)(4). 



(d)(5), (e) and (0 which apply to taxable years beginning on or after Janu- 
ary 1, 2001. shall also apply for taxable years of sole proprietors, part- 
ners, members and shareholders beginning on or after January 1, 200 J. 
NOTE: Authority cited: Sections 179.'S4 and 19503, Revenue and Taxation Code. 
Reference: Sections 17041, 17854. 17951 and 25128, Revenue and Taxation 
Code. 

History 

1 . Repealer and new section filed 7-9-76; effective thirtieth day thereafter (Regis- 
ter 76, No. 28). 

2. Renumbering and amendment of sections 17951-17954(d) to section 17951-4 
filed l-I.S-82; effective thinieth day thereafter (Register 82. No. 3). 

3. Amendment of sub.sections (c), (d) and (i) and NOTi-. filed 3-18-94; operative 
4-1 8-94 (Register 94, No. 1 1 ). 

4. Amendment filed 12-24-2001: operative 1-23-2002 (Register 2001, No. 52). 



*'■' ■ This reeulation is substantially the same as Title 18. Cal. Adm. Code, Chapter 
3, Subchapter 2, Section 172U-14(c). 

§ 17951-5. Wages, Salaries and Other Compensation for 
Personal Services Performed in This State. 

(a) ( I ) The gross income from commissions earned by a nonresident 
traveling salesman, agent or other employee for services performed or 
sales made whose compensation depends directly on the volume of busi- 
ness transacted by him. includes that proportion of the compensation re- 
ceived which the volume of business transacted by such employee within 
the State of California bears to the total volume of business transacted by 
him within and without the State. 

(2) Nonresident actors, singers, performers, entertainers, wrestlers, 
boxers, etc.. must include in gross income as income from sources within 
this State the gross amount received for performances in this State. 

(3) Nonresident attorneys, physicians, accountants, engineers, etc.. 
even though not regularly engaged in carrying on their professions in this 
State, must include in gross income as income from sources within this 
State the entire amount of fees or compensation for services performed 
in this State on behalf of their clients. 

(4) If nonresident employees (including officers of corporations, but 
excluding employees, mentioned in (1) above) are employed continu- 
ously in this State for a definite portion of any taxable year, the gross in- 
come of the employees from sources within this State includes the total 
compensation for the period employed in this State. 

(b) If nonresident employees are employed in this State at intervals 
throughout the year, as would be the case if employed in operating trains, 
boats, planes, motor buses, trucks, etc., between this State and other 
states and foreign countries, and are paid on a daily, weekly or monthly 
basis, the gross income from sources within this State includes that por- 
tion of the total compensation for personal services which the total num- 
ber of working days employed within the State bears to the total number 
of working days both within and without the State. If the employees are 
paid on a mileage basis, the gross income from sources within this State 
includes that portion of the total compensation for personal services 
which the number of miles traversed in California bears to the total num- 
ber of miles traversed within and without the State. If the employees are 
paid on some other basis, the total compensation for personal services 
must be apportioned between this State and other States and foreign 
countries in such a manner as to allocate to California that portion of the 
total compensation which is reasonably attributable to personal services 
performed in this State. Gross income from sources within this State does 
not include qualified retirement income, as defined in Section 17952.5 
of the Revenue and Taxation Code received by a nonresident during a 
taxable year beginning on or after January 1, 1996. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Sections 17041, 17951 and 17952, Revenue and Taxation Code. 

History 

1 . Renumbering and amendment of Sections 1 795 1 -1 7954(e) to Secnon 17951-5 
filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

2. Change without regulatory effect filed 9-19-88 (Register 88, No. 40). 

3. Change without regulatory effect amending subsection (b) and Notk filed 
7-28-97 pursuant to section 100, title 1 , California Code of Regulations (Regis- 
ter 97, No. 31). 
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§ 17951-6, Income from a Covenant Not to Compete. 

(a) General. Income from a covenant not to compete executed in con- 
nection with the sale of a business conducted entirely within California 
or within and without California has a source in California to the extent 
the income is assigned to this state under this regulation. 

( 1 ) Income from a covenant not to compete is assigned to California 
by first identifying the legally enforceable area within which the promi- 
sor forfeits the right to act. The income is then assigned to locations with- 
in the legally enforceable area according to a formula consisting of the 
average of property, payroll and sales factors of the business which was 
sold weighted in accordance with Section 25128(a), Revenue and Taxa- 
tion Code, as in effect for the taxable year of the sale. 

(2) The factors to be used are those of the business which was sold for 
the taxable year in which the sale of the business occurs. 

(3) Except as otherwise provided, the denominator of the factors con- 
sists of property, payroll and sales assigned to the legally enforceable 
area, in accordance with the provisions of the Uniform Division of In- 
come for Tax Purposes Act, Sections 25120 through 25139, inclusive. 
Revenue and Taxation Code, and the regulations thereunder. The numer- 
ator of the factors consists of property, payroll and sales included in the 
denominator which are assigned to California in accordance with the pro- 
visions of the Uniform Division of Income for Tax F\irposes Act, Sec- 
tions 25120 through 25139, inclusive. Revenue and Taxation Code, and 
the regulations thereunder, except as otherwise provided. For purposes 
of computing the numerator and the denominator of the sales factor pur- 
suant to Section 25 1 35, Revenue and Taxation Code, all sales of tangible 
personal property are assigned to the state of the purchaser where the 
property is delivered or shipped, and the provisions of Section 25 1 35(b), 
Revenue and Taxation Code (relating to throwback sales), shall not ap- 
ply. 

(4) A covenant not to compete includes any arrangement to refrain 
from engaging in an activity, directly or indirectly, similar to the business 
activity carried on by the business which was sold. This definition in- 
cludes, but is not limited to, covenants not to create or acquire an interest 
in a competitor, covenants not to solicit employees, and covenants not to 
disclose proprietary information. 

(5) The sale of a business includes all of the following: 

(A) The sale or disposition of the goodwill of a sole proprietorship, 
partnership, limited liability company, S corporation or C corporation. 

(B) The sale or disposition of substantially all of the assets, together 
with the goodwill, of a sole proprietorship, partnership, limited liability 
company, S corporation or C corporation. 

(C) The sale or disposition of substantially all of an individual ' s inter- 
est in a sole proprietorship, partnership, limited liability company, S cor- 
poration or C corporation, including, but not limited to, the following: 

1. The sale or disposition by a shareholder of substantially all of its 
shares in a corporation. 

2. The sale or disposition by a partner of substantially all of its interest 
in a partnership. 

(6) The use of the apportionment factors of the business that was sold 
for the year in which the sale occurs is required in all but unusual circum- 
stances. However, if the use of these factors does not fairly reflect the na- 
ture of prohibited activities expressed or reasonably implied from the 
covenant not to compete, or does not accurately represent the location of 
recent historical business activities of the business sold, such that there 
is a gross distortion of income assigned within the legally enforceable 
area, the Franchise Tax Board may require, or the promisor may petition 
the Franchise Tax Board for: 

(A) The use of factors of the business which was sold for another year 
or combination of years; or 

(B) The employment of another method of assigning income; pro- 
vided the use of another year or years or another method produces a fair 
and equitable assignment of income within the legally enforceable area. 

(b) The provisions of this regulation will be applied in the computation 
of taxes for all years for which the Franchise Tax Board may propose an 



assessment or allow a claim for refund, as of the eflective date of this reg- 
ulation. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 17951, Revenue and Taxation Code. 

History 
1. New section filed 12-24-2001; operative 1-2.V2002 (Register 2001, No. ."^2). 

§ 17952.* Income from Intangible Personal Property. 

(a) Income of nonresidents from rentals or royalties for the use of, or 
for the privilege of using in this Stale, patents, copyrights, secret pro- 
cesses and formulas, good will, trade-marks, trade brands, franchises, 
and other like property is taxable, if such intangible property has a busi- 
ness situs in this State within the meaning of (c) below. 

(b) Income of nonresidents from intangible personal property such as 
shares of stock in corporations, bonds, notes, bank deposits and other in- 
debtedness is taxable as income from sources within this State only if the 
property has a situs for taxation in this State, except that if a nonresident 
buys or sells stock, bonds, and other such property in California, or places 
orders with brokers in California to buy or sell such property, so regular- 
ly, systematically and continuously as to constitute doing business in this 
State, the profit or gain derived from such activity is taxable as income 
from a business carried on here, irrespective of the situs of the property 
for taxation. 

(c) Intangible personal property has a business situs in this State if it 
is employed as capital in this State or the possession and control of the 
property has been localized in connection with a business, trade or pro- 
fession in this State so that its substantial use and value attach to and be- 
come an asset of the business, trade or profession in this State. For exam- 
ple, if a nonresident pledges stocks, bonds or other intangible personal 
property in California as security for the payment of indebtedness, taxes, 
etc., incurred in connection with a business in this State, the property has 
a business situs here. Again, if a nonresident maintains a branch office 
here and a bank account on which the agent in charge of the branch office 
may draw for the payment of expenses in connection with the activities 
in this State, the bank account has a business situs here. 

If intangible personal property of a nonresident has acquired a busi- 
ness situs here, the entire income from the property including gains from 
the sale thereof, regardless of where the sale is consummated, is income 
from sources within this State, taxable to the nonresident. 

(d) The source of gains and losses from the sale or other disposition 
of intangible personal property is determined at the time of the sale or dis- 
position of that property. For example, if a California resident sells intan- 
gible personal property under the installment method, and subsequently 
becomes a nonresident, any later recognized gain attributable to any in- 
stallment payment receipts relating to that sale will be sourced to Califor- 
nia (absent a business situs exception). Further, a California nonresident 
who sells intangible personal property would be taxed by California on 
gain as it is recognized upon receipt of future installment payments if the 
intangible personal property had a business situs in California at the time 
of the sale. 



'■• This regulation is substantially the same as Title 18, Cal. Adm. Code, Chapter 

3, Subchapter 2, Section 17211-14(0. 
NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Sections 17041 and 17952, Revenue and Taxation Code. 

History 

1. Renumbering and amendment of Sections 17951-17954(0 to Section 17952 
filed 1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

2. Change without regulatory effect amending subsection (a) and NoTi. filed 
12-10-2002 pursuant to section 100, title 1, California Code of Regulations 
(Register 2002, No. 50). 

3. New subsection (d) filed 7-2-2007; operative 8-1-2007 (Register 2007, No. 
27). 

§ 17953. Nonresident Beneficiaries. 

Income of a nonresident beneficiary from an estate or trust, distributed 
or distributable to the beneficiary out of income from intangible personal 
property of the estate or trust, is nol mcomc from sources within this Stale 
and is not taxable to the nonresident beneficiary unless the property is so 
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used by the estate or trust as to acquire a business situs in tliis State within 
the meaning of subsection (b) or (c) of Regulation 1 7952, or, in the case 
of royalties, patents, copyrights, secret processes and formulas, good 
will, trade-marks, trade brands, franchises, and other like property, un- 
less the estate or trust permits or licenses the property to he used in this 
State in the manner described in subsection (c) of Regulation 17952. 

Whether or not the executor or administrator of an estate or the trustee 
of a trust is a resident of this State is immaterial in so far as the taxation 
of income of beneficiaries from the estate or taist is concerned. 
NOTh: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Sections 17932 and 17953. Revenue and Taxation Code. 

History 
1 . New section filed 1-15-82; effective thirtieth day thereafter (Resister 82. No. 

3). 



Subchapter 12. Credit for Taxes Paid 

§ 1 8001 -1 .* Credit for Taxes Paid to Another State. 

(a) Subject to the limitations described in California Code of Regula- 
tions, title 18. section 18001-2 respecting residents, and in Revenue and 
Taxation Code section 18002 respecting nonresidents, resident taxpay- 
ers are allowed a credit against "net tax", as defined in Revenue and 
Taxation Code section 17039. for net income taxes paid another state, 
and nonresidents are allowed a credit against "net tax", as defined in Rev- 
enue and Taxation Code section 17039, for net income taxes paid to the 
state in which they reside. The term "state" as used in the regulations con- 
tained in this Group for taxable years beginning before December 31, 
1 956, includes states, foreign countries, territories and possessions of the 
United States, and territories, possessions and political subdivisions of 
foreign countries, but did not include the United States. For taxable years 
beginning after December 31.1 956. the term "state" includes states of the 
United States, the District of Columbia and the possessions of the United 
States, but does not include the United States or foreign countries. The 
credit is limited to "net tax" and may neither be taken on account of any 
preference, alternative, or minimum tax comparable to the tax imposed 
by Revenue and Taxation Code section 1 7062 paid to another state or in- 
terest or penalties paid to another state nor may the credit be applied 
against interest or penalties due under the law. Since credit may be al- 
lowed only for net income taxes or, in the case of shareholders of a S cor- 
poration, the shareholders' prorata share of any taxes on, according to or 
measured by income or profits which were paid by the S corporation and 
satisfy the requirements of Revenue and Taxation Code section 18006, 
subdivision (b), no credit may be allowed for taxes imposed on gross re- 
ceipts, gross income, dividends, etc., which must be paid regardless of 
whether or not the subject of the tax constitutes net income, even though 
in particular instances the subject taxed is net income in whole or in part. 
A taxpayer may also be required to report only the net amount of divi- 
dends if a tax is imposed by a foreign country upon the profits of the cor- 
poration and the corporation deducts the tax from each dividend payment 
before remitting the remainder. 

(b) The credit may be taken either at the time of filing returns under 
the law or subsequently and may be applied against the entire "net tax" 
if it is not paid in installments, or may be applied against each installment 
until the credit is exhausted. However, no credit will be allowed on ac- 
count of income taxes imposed by another state or country until such 
taxes are actually paid. Receipts showing the payment of such taxes, and 
a certified copy of the return or returns upon the basis of which such taxes 
are assessed must be filed with the Franchise Tax Board at or prior to the 
time credit is claimed. If credit is claimed on account of a deficiency 
assessment, a certified copy of the notice assessing, or proposing, to as- 
sess the deficiency, as well as a receipt showing the payment of the defi- 
ciency must be filed. 

(c) If, for any reason, the "net tax" has been paid before credit is 
claimed, a refund claim (accompanied by a receipt showing payment of 
the taxes claimed as a credit and a certified copy of the return or returns 
upon which the taxes were assessed) in the amount of the credit must be 



filed (see Part 10.2, Chapter 6 respecting the time and manner of filing 
refund claims). If the refund claim is approved, the amount of the claim 
will either be allowed as a credit against "net tax" or refunded to the tax- 
payer in the manner specified in Part 10.2, Chapter 6. 

(d) If a husband and wife file separate returns under the law and also 
file separate returns in another state, credit on account of taxes paid to the 
other stale may be claimed by each spouse only to the extent the income 
of each spouse as reported under the law, has been taxed by the other 
state. If a husband and wife file a joint return under the law, the entire 
amount of taxes (subject to limitations described in California Code of 
Regulations, title 18, section 18001-2, and Revenue and Taxation Code 
section 18002) paid by either or both to another state may be claimed as 
a credit, regardless of whether the husband and wife filed a joint return 
or separate returns in such state. If a husband and wife file separate re- 
turns under the law but file a joint return in another state, each is entitled 
to credit (subject to the limitations described in California Code of Regu- 
lations, title 18. section 18001-2. and Revenue and Taxation Code sec- 
tion 18002) for that portion of the total tax paid to such other state which 
the income of each taxed under the law and also taxed by such other state 
bears to the total income taxed by such other state. 

(e) For provisions relating to credit allowed: 

(1) An estate or trust, see Revenue and Taxation Code sections 
18003-18004; 

(2) Resident beneficiaries of an estate or trust for taxes paid by the es- 
tate or tmst on income taxable to the beneficiaries, see Revenue and 
Taxation Code section 18005; 

(3) Members of a partnership where a net income tax is levied on the 
partnership, see Revenue and Taxation Code section 18006; 

(4) Shareholders of an S corporadon where the S corporation has paid 
"net income taxes" to another state, which include taxes on. or according 
to, or measured by, income or profits paid, see Revenue and Taxation 
Code section 18006; and 

(5) In a case where the taxpayer at any time obtains credit for. or a re- 
fund of, taxes paid another state, see Revenue and Taxation Code sec- 
tions 18007-18009. 



'■= Except for limiting the credit to taxes paid to other states for taxable years begin- 
ning after December 31. 1956. this regulation is substantially the same as Title 
18. Caf Adm. Code. Chapter 3, Subchapter 2. Section 17976(a). 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 

Sections 18001 and 18002, Revenue and Taxation Code. 

History 

1. Group 12 (Regs. ISOOlfa) through 18006-18009) filed 5-3-61; effective thir- 
tieth day thereafter (Register 61. No. 9). 

2. Renumbering and amendment of Section 18001(a) to Section 18001-1 filed 
1-15-82; effective thirtieth day thereafter (Register 82. No. 3). 

3. Editorial correction of subsections (a) and (d) (Register 83, No. 19). 

4. Change without regulatory effect amending subsections (a)-(c). adding new 
subsection (e)(4), renumbering remaining subsection, and amending Note filed 
8- 1 9-97 pursuant to section 100. title 1 . California Code of Regulations (Regis- 
ter 97, No. 34). 

5. Change without regulatory effect amending subsections (a) and (c) filed 
12-10-2002 pursuant to section 100, title 1. California Code of Regulations 
(Register 2002. No. 50). 

6. Amendment of subsection (c) filed 1 1-16-2004; operative 12-1 6-2004 (Regis- 
ter 2004. No. 47). 

7. Change without regulatory effect amending subsections (a), (d) and (e)(lH5) 
filed 1-7-2005 pursuant to section 100. title 1, California Code of Regulations 
(Register 2005. No. 1). 

§ 18001-2.** Limitations on Credit of Resident Taxpayers. 

In the case of resident taxpayers credit for net income taxes imposed 
by and paid to another state (as defined in subsection (a) of Reg. 
I800I-1) is allowed subject to the following conditions: 

(a) Credit may be allowed only for taxes imposed by and paid to anoth- 
er state on income from personal services performed within such state. 
from land or other property located therein, from business carried on 
there, or otherwise derived from sources within such state and taxable un- 
der the laws of such state irrespective of the residence or domicile of the 
recipient. Thus, credit may not be allowed for taxes paid to another state 
on income from sources without such state even though such income may 



Page 338 



Register 2007, No. 27; 7-6-2007 



Title 18 



Franchise Tax Board — Personal Income Tax 



§ 18044-18047(8) 



be taxable by such state, either because the taxpayer is domiciled therein 
or is considered a resident of such state notwithstanding that he is also 
considered a resident of this State. This limitation is not applicable to an 
estate or trust which, within the meaning of the law. is considered a resi- 
dent of this State and also of another state. (See Sections 1 8003-04.) 

(b) Credit may not be allowed for taxes paid to a state which allows 
nonresidents credit against the taxes imposed by such state for taxes paid 
or payable to the state of residence. In .such case credit should be obtained 
from the state imposing a tax upon residents of this State. 

(c) The credit shall not exceed that proportion of the tax payable under 
the law as the income taxable in such other state and also taxable under 
the law bears to the total income taxable under the law. In the application 
of this limitation only taxable income to which the taxpayer is entitled 
shall be considered. 



** Hxccpt for limiting the credit to taxes paid to other states, for taxable years be- 
einnine after December 31, I9.*^6, this regulation is substantially the same as 
title 18, Cal. Adm. Code, Chapter 3, Subchapter 2, Section 17976(b). 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 18001, Revenue and Taxation Code. 

History 

1. Renumbering and amendment of Section 18001(b) to Section 18001-2 filed 
1-15-82; effective thirtieth day thereafter (Register 82, No. 3). 

2. Editorial correction (Register 83, No. 19). 

§ 1 8002. Limitations on Credit of Nonresident Taxpayers. 

History 

1. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 85, No. 12). 

2. Editorial correction to delete text which was repealed 1-1 5-82 but inadvertently 
left in print (Register 85, No. 12). 

§ 1 8003-1 8004. Credit for Estates and Trusts. 

History 

1 . Repealer filed 1-15-82; effective thirtieth day thereafter (Register 85, No. 12). 

2. Editorial correction to delete text which was repealed 1-15-82 but inadvertently 
left in print (Register 85, No. 12). 

§ 18005. Credit for Resident Beneficiary of an Estate or 
Trust. 

History 

1 . Repealer filed 1-1 5-82; effective thirtieth day thereafter (Register 85, No. 1 2). 

2. Editorial correction to delete text which was repealed 1-1 5-82 but inadvertently 
left in print (Register 85, No. 12). 

§ 1 8006-1 8009. Refund After Credit. 

History 

1 . Repealer filed l-15-82;effectivethirtiethday thereafter (Register 85, No. 12). 

2. Editorial correction to delete text which was repealed l-1 5-82 but inadvertently 
left in print (Register 85, No. 12). 



Subchapter 13. Gain or Loss on 
Disposition of Property 



Article 1 



Determination of Amount of Gain 
or Loss 



NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. Repealer of Article 1 (Sections 18031 and 18032) filed 8-25-81; effective thir- 
tieth day thereafter (Register 8 1 , No. 35). For prior history, see Registers 64, No. 
4, and 61, No. 9. 



Article 2. Basic Rules of General 
Application 



§ 1 8041 . Adjusted Basis. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 



History 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter ( Register 6 1 , No. 9). 

2. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 35). 

§ 1 8042(a). Basis of Property. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 . No. 9). 

2. Amendment filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

3. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter ( Register 8 1 . No. 35 ). 

§ 18042(b). Transfers in Part a Sale and in Part a Gift. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 5-.3-61;effective thirtieth day thereafter (Register 61, No. 9). 

2. Repealer filed 8-25-81; effective thirtieth day thereafter (Register 81. .No. 35). 

§ 18043. Property Included in Inventory. 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61, No. 9). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81. No. 35). 

§ 18044-1 8047(a). Basis of Property Acquired from a 
Decedent. 

History 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Amendment filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
4). 

3. Repealer filed 1-15-82; effective thirtieth day thereafter (Register 85. No. 12). 

4. Editorial coiTcction to delete text which was repealed 1-1.5-82 but inadvertently 
left in print (Register 85, No. 12). 

§ 1 8044-1 8047(b). Property Acquired from a Decedent. 

History 

l.Newsecfionfiled5-3-61;effectivethirtiethday thereafter (Register 61, No. 9). 

2. Repealer filed 1-15-82; effecfive thirtieth day thereafter ( Register 85, No. 12). 

3. Editorial correction to delete text which was repealed 1-15-82 but inadvertently 
left in print (Register 85, No. 12). 

§ 1 8044-1 8047(c). Other Basis Rules. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. New section filed 5-31-61; effecfive thirtieth day thereafter (Register 61, No. 
9). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 

§ 1 8044-1 8047(d). Uniformity of Basis; Adjustment to 
Basis. 

NOTE: Authority cited: Secfion 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 6 1 , No. 9). 

2. Repealer filed 8-25-81; effective thirtieth day thereafter (Register 81, No. 35). 

§ 1 8044-1 8047(e). Gain or Loss. 

NotE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 6 1 , No. 9). 

2. Repealer filed 8-25-81 ; effecfive thirtieth day thereafter (Register 81 , No. 35). 

§ 1 8044-1 8047(f). Special Rule for Adjustments to Basis 
Where Property Is Acquired from a Decedent 
Prior to His Death. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New secfion filed 5-3-61 ; effective thirtieth day thereafter (Register 61 . No. 9). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81 , No. 35). 

§ 18044-1 8047(g). Example Applying Rules of Sections 
18044-1 8047(d) Through (f) to Case Involving 
AAultiple Interests. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . New secfion filed 5-3-6 1 ; effecfive thirtieth day thereafter (Register 6 1 , No. 9 ). 
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2. Rcpealcrfiled8-25-81;effectivethiiliethday thereafter(Register81,No.35). § 18052-1 8053(d). Exhaustion, Wear and Tear, 

Obsolescence, Amortization, and Depletion; 
§ 1 8044-1 8047(h). Bequest, Devise or Inheritance of a Periods During Which Income Was Not Subject 

Remainder Interest. to Tax. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. NOTt;; Authority cited: Section 19253. Revenue and Taxation Code. 

History History 

1 . New section filed 5-3-61 : effective thirtieth day thereafter (Register 61, No. 9). 1 . New section filed 5-3-61 : effective thirtieth day thereafter (Register 61 . No. 9). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 8 1 , No. 35). 2. Repealer filed 8-25-81 : effective thirtieth day thereafter (Register 81 , No. 35). 

vHon-i-T >« JT- X c"i- m *■ .. r^ ix § 1 8052-1 8053(e). Miscellaneous Adjustments to Basis. 

§18047. Manner and Time for Filmg Elections to Qualify ., , ^ ■ ' ,,^^c^ r. \^ 

,, L 1-1 -1 r^ 1 i-xx i X r- ■ NOTH: Authority Cited: Section 19253, Revenue and Taxation Code. 

Household and Personal Effects for Fair ^ History 

Market Value Basis. l ^^^ section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 2. Amendment filed 2-20-64; effective thirtieth day thereafter (Register 64, No. 
Section 18047, Revenue and Taxation Code. 4) 

History 3. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 

1 . New section filed 8-25-78; effecfi ve thirtieth day thereafter ( Register 78, No. 

34) ^ §18052-1 8053(f). Other Applicable Rules. 

2. Change without regulatory effect repealing section filed 9-30-97 pursuant to NOTK: Authority cited: Section 19253, Revenue and Taxation Code, 
section 100, title 1 , California Code of Regulations (Register 97, No. 40). HISTORY 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter ( Register 6 1 . No. 9). 
§ 18049-1 8051 (a). Basis of Property Acquired by Gift After 2.Repealerfiled8-25-8I;effectivethirticthdaythereafter(Register81.No.35). 

December 1 , 1 920. § 1 8052-1 8053(g). Adjusted Basis; Cancellation of 

NOTE:: Authority cited: Section 19253, Revenue and Taxation Code. Indebtedness Under Bankruptcy Act. 

History Note: Authority cited: Section 19253, Revenue and Taxation Code. 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61, No. 9). History 

2. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 35). ] . New section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 

§18049-1 8051(b). Transfer of Property in Trust After .— „«,r« ^o«.ro/.-x «..■ ...r, ■ ^ .. *■ x 

December 31 1920 § 18052-1 8053(h). Adjusted Basis; Cancellation of 

' Indebtedness; Special Cases. 

NOTK; Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61; effective thirtieth day thereafter(Register61. No. 9). 
2. Repealer filed 8-25-8 1 ; effecfi ve thirtieth day thereafter (Register 8 1 . No. 35). 3. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter (Register 81 , No. 35). 

§ 1 8049-1 8051 (c). Gift or Transfer in Trust Before January § 1 8052-1 8053(i). Substituted Basis. 

1, 1921. NOTH: Authority cited: Section 19253, Revenue and Taxation Code. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. HISTORY 

History ^ ■ ^^"^ section filed 5-3-61 ; effective thirtieth day thereafter (Register 61, No. 9). 

1 . New section filed 5-3-61 ; effecfive thirtieth day thereafter (Register61 , No. 9). -■ ^^P^^^^^ "'ed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 

2. Repealer filed 8-25-81; effective thirtieth day thereafter (Register 81, No. 35). § 18054(a). Adjusted Basis; Discharge of Indebtedness; 

General Rule. 

§ 1 8049-1 8051 (d). Transfers in Part a Gift and in Part a NotE: Authority cited: Section 19253, Revenue and Taxation Code. 

Sale. History 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 1 ■ New Reg. 18054(a) filed 1-7-58; effective thirtieth day thereafter (Register 58, 

History No. i). 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 6 1 , No. 9). -• Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 8 1 , No. 35). 

2. Repealer filed 8-25-81; effecfive thirtieth day thereafter (Register 81, No. 35). § 1 8054(b). Adjusted Basis; Discharge of Indebtedness; 

Special Cases. 

§ 18052-1 8053(a). Adjustments to Basis; Scope of Nqte: Authority cited: Secfion 19253, Revenue and Taxation Code. 

Sections. History 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. 1. New Reg. 18054(b) filed 1-7-58; effective thirtieth day thereafter (Register 58, 

History No. i). 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61, No. 9). -• Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 

2. Repealer filed 8-25-81;effecfive thirtieth day thereafter (Register 81, No. 35). § 18055. Property on Which Lessee Has Made 

Improvements. 



NOTE: Authority cited: Secfion 19253, Revenue and Taxation Code. 

History 
1 . New section filed 5-3-61 ; effecfive thirtieth day thereafter (Register 61 , No. 9). 



§ 18052-1 8053(b). Items Properly Chargeable to Capital 
Account. 

NoTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effecfive thirtieth day thereafter (Register 6 1 , No. 9) 



NOTE: Authority cited: Secfion 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 8-25-81; effective thirtieth day thereafter (Register 81, No. 35). 



§ 1 8057. Sale of Annuities. 

2. Repealer filed 8-25-81; effective thirtieth day thereafter (Register 81, No. 35). ,, , ■ . . ^ ^ . ,„^^., „ _, ^ ^ j 

^ J c / NOTE; Authonty cited: Section 19253, Revenue and Taxation Code 

§ 1 8052-1 8053(c). Exhaustion, Wear and Tear, 

Obsolescence, Amortization, and Depletion for 
Periods Since February 28, 1913. 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. — — ^— — ^ 

1. New section filed 5-3-61; effecfive thirtieth day thereafter (Register 61, No. 9). ArtlCle 3. Common Nontaxable CXChangeS 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 



History 

1. New secfion filed 7-23-71; effective thirtieth day thereafter (Register 71, No. 
30). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 
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History 
I . Repealer of Article 3 (Sections J 808 1 (a) through 1 8 1 02, not consecutive) filed 
8-25-8 1 ; effective thirtieth day thereafter { Register 8 1 , No. 35 ). For prior histo- 
ry, see Registers 58, No. 1; 58, No. 17; 64, No. 4; and 70, No. 14. 



• 



Article 4. Special Rules 

NOTI:; Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. Repealerof Article 4 (Sections 181 11 (a)- 181 12) filed 8-25-81; effective thir- 
tieth day thereafter (Register 81, No. 35). 



Article 5. Exchanges to Effectuate F.C.C. 
Policy 

NoTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer of Article 5 (Sections 18121(a) through 18121(d)) filed 8-25-81; ef- 
fective thirtieth day thereafter (Register 81, No. 3). 



Article 7. Wash Sales of Stock or Securities 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer of Article 7 (Sections 18141-18142(3) and (b)) filed 8-25-8 1 ; effec- 
tive thirtieth day thereafter (Register 81, No. 35). 



Subchapter 14. Capital Gains and Losses 



Article 1. Gain or Loss Taken into Account 

NoTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1. Repealer of Article 1 (Sections 181 5 1-1 81 52(a) through (e)) filed 8-25-81; ef- 
fective thirtieth day thereafter (Register 8 1 , No. 35). For prior history see Regis- 
ters 58, No. 17and62, No. 23. 



Article 2. General Rules for Determining 
Capital Gains and Losses 

NotE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. Repealerof Article 2 (Sections 18161 through 18163-18171) filed 8-25-81;ef- 
fective thirtieth day thereafter (Register 8 1 , No. 35). For prior history, see Reg- 
isters 58, No. 17 and 62, No. 23. 



Article 3. Special Rules for Determining 
Capital Gains and Losses 

§ 181 81 -181 82(a). Gains and Losses from the Sale or 
Exchange of Certain Property Used in the 
Trade or Business. 

Note: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81 , No. 35). 

§ 181 81 -181 82(b). Livestock Held for Draft, Breeding, or 
Dairy Purposes. 

NotE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 6 1 , No. 9). 

2. Repealer filed 8-25-81; effective thirtieth day thereafter (Register 81, No. 35). 



§ 1 81 83-1 81 85(a). Bonds and Other Evidences of 
Indebtedness; Scope of Section. 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 6 1 , No. 9). 

2. Repealer filed 3-22-82; effective thirtieth day thereafter (Register 82, No. 1 3). 

§ 1 81 83-1 81 85(b). Retirement. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter ( Register 6 1 , No. 9). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 

§ 1 81 83-1 81 85(c). Gain upon Sale or Exchange of 
Obligations Issued at a Discount After 
December 31, 1954. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 

§ 1 81 83-1 81 85(d). Obligations with Excess Coupons 
Detached. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effecUve thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 

§ 1 81 86. Gains and Losses from Short Sales for Taxable 
Years Beginning Before January 1, 1959. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1. New Group 14, Article 3 (Reg. 18186) filed 9-15-58; effecUve thirtieth day 
thereafter (Register 58, No. 17). 

2. Amendment filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 
23). 

3. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 35). 

§ 1 81 86-1 81 90.2. Gains and Losses from Short Sales for 
Taxable Years Beginning on or After January 1, 
1959. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New secfion filed 1 1-13-62; effecfive thirtieth day thereafter (Register 62, No. 

23). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 

§18191. Options to Buy or Sell. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 8-25-81; effective thirtieth day thereafter (Register 81, No. 35). 

§ 1 81 92-1 81 95(a). Sale or Exchange of Patents. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter (Register 81. No. 35). 

§ 181 92-1 81 95(b). Definition of Terms. 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 6 1 , No. 9). 

2. Repealer filed 8-25-81; effective thirtieth day thereafter (Register 81, No. 35). 

§ 18196. Dealers in Securities. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61, No. 9). 

2. Repealer filed 8-25-81; effective thirtieth day thereafter(Register 81. No. 35). 
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§ 1 81 97-1 81 99. Real Property Subdivided for Sale. History 

NOTF:; Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 1 • New section filed 1 1-1 3-62; effective thirtieth day thereafter ( Register 62, Nc 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter ( Register 61 , No. 9). 

2. Repealer filed 3-22-82: effective thirtieth day thereafter (Register 82, No. 1 3). 



§ 18200. Amortization in Excess of Depreciation. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 



23). 
2. Repealer filed 8-25-81 ; effective thirtieth day thereat ler (Register 81, No. 35). 

§ 18206-1 821 0(e). Contributions of Property Having Basis 
in Excess of Value. 

NotE: Authority cited: Section 19253, Rexenue and Taxation Code. 

History 
i . New section filed 1 1-1 3-62; effecuve thirtieth day thereafter ( Register 62, No. 
^3). 



2. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter ( Register 8 1 , No. 35). 2. Repealer filed 8-25-81 ; effective thirtieth day thereafier ( Register 8 1 . No. 35 ). 



§ 1 8201 . Gain from Sale or Exchange of Certain Property 
Between Spouses or Between an Individual 
and a Controlled Corporation. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. 

History 
1 . Repealer filed 8-25-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 35). 

§ 18202. Capital Gains Treatment of Certain Termination 
Payments. 

NoTH: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 35). 

§ 18203. Cancellation of Lease or Distributor's Agreement. 

NOTK: Authority cited: Section 19253, Revenue and Taxafion Code. 

History 

1 . New section filed 5-3-61 ; effective thirtieth day thereafter (Register 61 , No. 9). 

2. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 35). ] New section filed 11-1 3-62; effective thirtieth day thereafter (Register 62, No. 

23). 



§ 1 8206-1 821 0(f). Increases in Basis of Section 1 8208 
Stock. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New secfion filed 1 1-1 3-62; effective thirtieth day thereafier (Register 62, No. 
23). 

2, Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81 , No. 35). 

§ 1 8206-1 821 0(g). Stock Dividends, Recapitalization, 
Changes in Name, etc. 

NOTE: Authority cited: Secfion 19253, Revenue and Taxation Code. 

History 

1. New secfion filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 

§ 1 8206-1 821 0(h). Records to Be Kept and Information to 
Be Filed with the Return. 

History 



§ 18204. Losses on Small Business Investment Company 
Stock. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 

1 . New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 

23). 

2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81, No. 35). 

§ 18205. Loss of Small Business investment Company. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. 

History 

1 . New secfion filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 

23). 

2. Repealer filed 8-25-81;effecfive thirtieth day thereafter (Register 81, No. 35). 

§ 1 8206-1 821 0(a). Loss on Small Business Stock Treated 
As Ordinary Loss. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. 

History 

1. New secfion filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 35). 

§ 1 8206-1 821 0(b). Annual Limitation. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. 

History 



2. Repealer filed 8-25-81 ; effective thirtieth day thereafter (Register 81 , No. 35). 



Subchapter 15. Readjustment of Tax 
Between Years and Special Limitations 

Article 1 . Income Attributable to Several 
Years 

NOTE: Authority and reference cited: Section 19253. Revenue and Taxation Code. 

History 

1 . New Article 1 (Reg. 18241(a) through 18246) filed 5-3-61 ; effecfive thirtieth 
day thereafter (Register 61, No. 9). 

2. Repealer of Article 1 (Secfions 18241(a) through 18246) filed 3-22-82; effec- 
five thirtieth day thereafter (Register 82, No. 13). 



Article 2. War Loss Recoveries 

NOTE: Authority and reference cited: Section 1 9253, Revenue and Taxation Code. 

History 
l.Repealerof Article 2 (Secfions 18301 through 1831 1) filed 3-22-82; effecfive 
thirtieth day thereafter (Register 22, No. 13). 



Subchapter 17. Returns 



History 



1 . New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. ] change without regulatory effect repealing subchapter 17 (articles 1 through 4, 
-^'- secfions ]8401-18404(a) through 18477) filed 1 1-23-98 pursuant to section 

100, fifie 1, California Code of Regulations (Register 98, No. 48). For prior his- 
tory, see Register 78, No. 40; Register 81, No. 35; Register 82, No. 13; Register 
82, No. 34; Register 85, No. 26; Register 97, No. 1 7 and Register 97, No. 1 8. 



2. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter (Register 8 1 , No. 35). 
§ 1 8206-1 821 0(c). Section 1 8208 Stock Def i ned. 

NOTE: Authority cited: Section 19253, Revenue and Taxafion Code. 

History 

1. New section filed 1 1-13-62; effective thirtieth day thereafter (Register 62, No. 
23). 

2. Repealer filed 8-25-8 1 ; effective thirtieth day thereafter (Register 81 , No. 35). 

§ 1 8206-1 821 0(d). Small Business Corporation Defined. 

NOTE: Authority cited: Secfion 19253, Revenue and Taxation Code. 



Subchapter 18. Payments and 
Assessments 

History 
1 . Change without regulatory effect repealing subchapter 1 8 (articles 1 throueh 5, 
sections 1855 1-1 8554(a) through 18691.1(c)) filed 1 1-23-98 pursuant toV-c- 
fion 1 00, tide 1 , California Code of Regulafions (Register 98, No. 48 ). For prior 
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history, see Register 82, No. 13; Register 85, No. 26; Register 90, No. 3 and Reg- 
ister 94, No. 24. 



Subchapter 19. Collection of Tax 

History 

. Change without regulatory effect repealing subchapter 19 (articles 1 through 6, 
sections 18663 through 19027) filed 11 -23-98 pursuant to .section 100, tiUe 1, 
California Code of Regulations { Reaistcr 98. No. 48 ). For prior history, see Res- 
i.sterVO, No. 27; Register 80, No. ll; Register 81, No. 1 1; Register 81. No. 13; 
Register 81, No. l^rRegister 82, No. 13; Register 82, No. 34; Register 82, No. 
49;'"Register 83. No. 19; Register 85. No. 26; Register 86, No. 8? Register 86. 
No. 45; Register 97. No. 22; Register 97, No. 24 and Register 97, No. 32. 



Subchapter 21 . Administration of Tax 

History 
1. Chanse without regulatory effect repealing subchapter 21 (article 1. sections 
191 4r.6-0 through 19363) filed 1 1-2.3-98 pursuant to section 100. title 1. Cali- 
fornia Code of Regulations ( Register 98. No. 48). For prior history, see Register 
85. No. 37: Resister 89. No. 8; Register 94. No. 25: Register 97. No. 2; Register 
97. No. 24: Register 97. No. 32 and Register 97. No. 33. 



Subchapter 20. Overpayments and 
Refunds 

History 

1 . Change without regulatory effect repealing subchapter 20 (articles 1 throueh 2. 
sections 19051-19062.9 through 19085) filed 11-23-98 pursuant to section 
100, title 1 , California Code of Regulations (Register 98. No. 48). For prior his- 
tory, see Register 82. No. 1 3; Register 82. No. 34; Register 82. No. 49 and Regis- 
ter 97. No. 27. 
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Chapter 2.6. Administration of Franchise 
and Income Tax 



Subchapter 1. General Provisions 

ii 18409. Reporting on Magnetic Media. 

The standards for determining which returns shall be filed on magnetic 
media or in other machine-readable form shall be the standards adopted 
by the U.S. Treasury in Regulation Section 301.6011-2 (26 CFR 
.^01.601 1-2). This regulation shall apply to returns filed after December 
31, 1986. 

Note;: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 18409, Revenue and Taxation Code. 

History 

1. Change without regulatory effect adding new chapter 2.6 (subchapters 1 
through 10) and .subchapter 1 (reserved) filed 11-23-98 pursuant to section 100, 
title 1. California Code of Regulations (Register 98, No. 48). 

2. Amendment renumbering former section 19524 to section 18409. including 
amendment of Ncm:, filed 4-24-2006; operative 1-1-2006 pursuant to Reve- 
nue and Taxation Code section 19591(b)(2) (Register 2006, No. 17). 



Subchapter 2. Returns 
Article 1. Individuals and Fiduciaries 

§ 1 8501 . Returns, Married Couples. 

(a) The income limits for filing joint or separate returns by a married 
couple are set out in Section 18501 of the Revenue and Taxation Code. 
Procedures and rules for filing joint or separate returns by a married 
couple are set out in Secfion 18521 of the Revenue and Taxation Code. 

For filing a joint return after filing a separate return see Sections 1 8522 
and 18526 of the Revenue and Taxation Code. 

(b) A joint return of a husband and wife shall be signed by both 
spouses, except that one spouse may sign the return as the agent for the 
other, if the return is accompanied by a power of attorney authorizing 
such action. The spouse acting as agent shall, with the principal, assume 
the responsibility for making the return and incur liability for the penal- 
ties provided for erroneous, false or fraudulent returns. The spouse who 
prepares the joint return of husband and wife shall execute the declaration 
that the joint return is made under penalties of perjury. The spouse who 
fills in the return shall be considered to have prepared the return. If the 
return is prepared by both spouses, or by neither spouse, then both 
spouses shall execute said declaration. Exceptions to both spouses sign- 
ing are applicable to both spouses executing said declaration. 

(c) If a separate return is filed by a resident married couple, each must 
report income from his or her separate property. Each must also report 
one-half of any community income, e.g., wages, salaries, and other com- 
pensation for personal services performed by either or both spouses; 
one-half of the income from community property owned, etc. If the hus- 
band and wife are separated and choose to file separate returns, then the 
entire earnings of each spouse is reported separately. 

(d) Whether the income of a married couple who arc nonresidents of 
this state must be reported by the husband or wife if a separate return is 
filed depends upon the spouse's domicile and the character of the in- 
come. Whether, in what fashion and to what extent income belongs to an 
individual spouse depends upon the character of the income. The charac- 
ter of the income is determined by the law of the state of domicile of the 
spouse earning the income. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Sections 18501, 18521, 18522 and 18526, Revenue and Taxation Code. 

History 
1. Change without regulatory effect renumbering former section 18402 to new 
section 18501, including amendment of section and Notf filed 4-28-97 pur- 
suant to section 100, title 1, California Code of Regulations (Register 97, No. 
18). 



2. Change without regulatory effect adding new subchapter 2 (articles 1 through 
5), article 1 (sections 18501 through 18566) and relocating section 18501 from 
chapter 2.5, subchapter 17 to chapter 2.6, subchapter 2 filed 1 1-2.V98 pursuant 
to section 1 00, title 1 , California Code of Regulations (Register 98, No. 48). 

3. Change without regulatory effect amending subsection (a) and Noti, filed 
7-5-2000 pursuant to section 1 00, title 1 , California Code of Regulations (Reg- 
ister 2000, No. 27). 

§ 1 8505-1 . Fiduciary Returns. 

(a) Every fiduciary, or at least one of joint fiduciaries, must make a re- 
turn of income — 

(1 ) For the individual whose income is in his charge if the income of 
the individual is such that the individual would be required to file a return 
in accordance with the provisions of Section 18501 of the Revenue and 
Taxation Code, were it not for the fact that the fiduciary is required to file 
the return for the individual. The return, in the case of a resident, should 
be filed on Form 540, and for a nonresident on Form 540NR. 

(2) For the estate or trust for which he acts if the net income of such 
estate exceeds the limits set out in Section 1 8505 of the Revenue and Tax- 
ation Code, Form 541 should be used. 

If a return is made by one of joint fiduciaries, it shall contain a state- 
ment that the fiduciary has sufficient kjiowledge of the affairs of the per- 
son for whom the return is made to enable him to make the return, and 
that the return is, to the best of his knowledge and belief, true and correct. 

A retuni shall be filed for the taxable year of an estate which is a period 
of less than 12 months if the gross income of the estate for such taxable 
year exceeds the limit set out in Section 1 8505 of the Revenue and Taxa- 
tion Code. The requirements as to the filing of a return for a trust remain 
the same, regardless of whether the taxable year of the trust is a period 
of less than 12 months. 

(b) The executor or administrator of a decedent's estate must make a 
return for the decedent for the year in which the decedent died, and, in 
the event the decedent has not filed returns for years prior to the year in 
which he died, for such prior years, if. ( 1 ) in the case of the year of death, 
the decedent's income from the beginning of that year until the date of 
his death, or (2) in the case of years prior to the year of death, if the dece- 
dent' s income for each of such years exceeds the limits set out in Section 
18505 of the Revenue and Taxation Code. 

(c) In determining whether returns must be filed for an estate or a trust, 
the entire income from all sources (except income specifically exempt 
from taxation, see Chapter 3) must be considered if, in the case of an es- 
tate, the decedent was a resident of this State, or, in the case of a trust, if 
either the fiduciary or any of the beneficiaries are residents of this State 
(as defined by Sections 17742-17745.1). If, in the case of an estate, the 
decedent was not a resident of this State, or, if, in the case of a trust, nei- 
ther the fiduciary nor any of the beneficiaries are residents of this State, 
only income from sources within this State should be considered (see 
Regulation Section 17951-2 for the meaning of sources within this 
State). 

NOTE; Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Sections 1 8505 and 1 8508, Revenue and Taxation Code. 

History 

1 . Change without regulatory effect renumbering former section 1 8405-1 to new 
section 18505-1, including amendment of subsections (a)(l)-(c), repealer of 
subsection (d) and amendment of Note-:, filed 4-23-97 pursuant to section 100, 
title 1, California Code of Regulations (Register 97, No. 17). 

2. Change without regulatory effect relocating section 1 8505-1 from chapter 2.5, 
subchapter 17 to chapter 2.6, subchapter 2 filed 1 1-2.V98 pursuant to section 
100, title 1, California Code of Regulations (Register 98, No. 48). 

3. Change without regulatory effect amending sub.sections (b) and (c) filed 
7-5-2000 pursuant to section 100, title 1 . California Code of Regulations (Reg- 
ister 2000, No. 27). 

§ 18505-2. Return by Guardian or Committee. 

A fiduciary acting as the guardian of a minor, or as the guardian or 
committee of an insane person must file a return for such minor or person, 
unless the minor himself makes a return or causes such return to be made. 
A return must be filed for a minor or insane person who is single where 
adjusted gross income of such person exceeds the limits set forth in Sec- 
tion 1 8505 of the Revenue and Taxation Code. Returns must be filed for 
such married couples where their adjusted gross income exceeds the lim- 
its set forth in Secfion 18505 of the Revenue and Taxation Code. Regard- 
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less of net income, a return must be filed for all persons, whether married 
or single, if their gross income exceeds the limits set forth in Section 
1 8505 of the Revenue and Taxation Code. The return which must be filed 
for the persons described above is Form 540 if such persons are residents, 
and Form 540NR if such persons are nonresidents. 

For the purpose of determining the liability of a fiduciary to render a 
return under the provisions of the preceding paragraph in cases where the 
minor or the incompetent is married, it is the aggregate gross income or 
the aggregate net income of both husband and wife which is controlling. 
(See Section 18501 of the Revenue and Taxation Code) 
NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 18503. Revenue and Taxation Code. 

History 

1 . Change without regulatory effect renumbering former section 18405(b) to new 
section 1 8.30.3-2, including amendment of section and NoTi:, filed 4-2.V97 pur- 
suant to .section 100, title 1, California Code of Regulations (Register 97, No. 
17). 

2. Change without regulatory effect relocating section 1 8505-2 from chapter 2.5, 
subchapter 17 to chapter 2.6, subchapter 2 filed 1 1-2.3-98 pursuant to section 
100, title 1 . California Code of Regulations (Register 98. No. 48). 

§ 1 8505-3. Return by Receiver. 

A receiver of all the property of an individual who is a resident of this 
State must make a return of, and pay the tax upon, the income from such 
property if the adjusted gross income of an individual exceeds the limits 
.set forth in Section 1 8505 of the Revenue and Taxation Code. If the indi- 
vidual is a resident of this State the entire income from his property re- 
gardless of where located, must be reported by the receiver. If the individ- 
ual is a nonresident, only income from property having a business or 
taxable situs in this State should be reported. The return should be made 
on Form 540, except that if the individual is a nonresident of the State 
Form 540NR should be employed. 

A receiver in charge of the business of a partnership shall render a re- 
turn on Form 565. A receiver of the rents and profits appointed to hold 
and operate a mortgaged parcel of real estate but not in control of all the 
property or business of the mortgagor, and a receiver in partition pro- 
ceedings, are not required to render returns of income. Likewise, a re- 
ceiver of a corporation is not required to make a return of income but 
should make a return for the corporation under the Bank and Corporation 
Tax law if the corporation is taxable under that law. 
NOTE: Authority cited: Section 19503. Revenue and Taxation Code. Reference: 
Section 18305, Revenue and Taxation Code. 

History 

1 . Change without regulatory effect renumbering former section 1 8405(c) to new 
section 1 850.3-3, including amendment of section and Notl. filed 4-23-97 pur- 
suant to section 100. title 1. California Code of Regulations (Register 97. No. 
17). 

2. Change w ithout regulatory effect relocating section 1 8503-3 from chapter 2.3, 
subchapter 17 to chapter 2.6, subchapter 2 filed 1 1-23-98 pursuant to section 
100, title 1. California Code of Regulations (Register 98. No. 48). 

§ 18505-4. Time for Filing Returns of Decedents, and 

Returns for Year in Which an Estate Is Closed 
or a Trust Terminated. 

Under the provisions of Section 1 7552 of the Revenue and Taxation 
Code, the return by a taxpayer who was not in existence throughout a tax- 
able period of 1 2 months is a return for the fractional part of a year during 
which the taxpayer was in existence. If a return is required under the pro- 
visions of subdivision (a) of Section 18505 of the Revenue and Taxation 
Code, or for the last taxable year of a decedent, the executor or adminis- 
trator of the decedent shall file such return at the time prescribed in Sec- 
tion 1 8566 of the Revenue and Taxation Code. If a return for the last tax- 
able year of an estate or trust is required to be filed under the provisions 
of subdivision (a) of Section 18505 of the Revenue and Taxation Code, 
such return shall be filed at the time prescribed in Section 18566 of the 
Revenue and Taxation Code and the last day prescribed for such filing 
shall also be the due date for payment of the tax or the first installment 
thereof. 

The executor or the administrator of an estate is required to file returns 
for the decedent for years prior to the year in which death occurred, if re- 



turns for such years should have been filed but have not been filed by the 
decedent (see Section 18505, of the Revenue and Taxation Code.). Such 
returns should be filed as soon as possible after the fiduciary has assumed 
his duties, and, in any event, must be filed prior to the Ume the estate is 
distributed (see Article 7, Chapter 4 of the Revenue and Taxation Code 
for penalty provisions). 

Note: Authority cited: Section 19303, Revenue and Taxation Code. Reference: 
Section 18305, Revenue and Taxation Code. 

History 

1 . Change without regulatory effect renumbering former section 1 8403(d) to new 
section 1 850.3-4, including amendment of section and NoTi-:, filed 4-2.3-97 pur- 
suant to section 100. title 1. California Code of Regulations (Reeister 97. No. 
17). 

2. Change without regulatory effect relocating section 18305-4 from chapter 2.3, 
subchapter 17 to chapter 2.6, subchapter 2 filed 1 1-23-98 pursuant to secuon 
100, title 1, California Code of Regulations (Register 98, No. 48). 

3. Change without regulatory effect amending section filed 7-5-2000 pursuant to 
section 100, title I, California Code of Regulations (Register 2000, No. 27). 

§ 18522. Joint Return After Filing Separate Returns. 

Revenue and Taxation Code Section 1 8522 provides that where an in- 
dividual has filed a separate return for a taxable year for which a joint re- 
turn could have been made by him and his spouse under Revenue and 
Taxation Code Section 18521, and the time prescribed by law for filing 
the return for such taxable year has expired, such individual and his 
spouse may. under conditions hereinafter set forth, make a joint return for 
such taxable year. The joint return filed pursuant to Revenue and Taxa- 
tion Code Section 18522 shall constitute the return of the husband and 
wife for such year, and all payments, credits, refunds, or other repay- 
ments, made or allowed with respect to the separate return of either 
spouse are to be taken into account in determining the extent to which the 
tax ba.sed on the joint return has been paid. 

The fact that the taxpayer and his spouse are divorced or legally sepa- 
rated at any time after the close of the taxable year for which separate re- 
turns are filed shall not deprive them of their right to file a joint return for 
such taxable year pursuant to Revenue and Taxation Code Section 
18522. 

History 

1 . Chanse without regulatory effect renumbering and amending former section 
]84]()-18410.9 to section 18522-18531 filed 11-23-98 pursuant to section 
100, title 1. California Code of Regulations (Register 98, No. 48). 

2. Change without regulatory effect renumbering and amending former subsection 
18322-18331 to new section 18322, repealing former subsections 
18522-1 833 l(b)-(b)(3), renumbering and amending former subsections 
1 8522-1 833 1 (c)-(c)(4) to new section 1 8526, renumbering and amending for- 
mer subsection 18322-1 853 1(d) to new section 18323 and renumbering and 
amending former subsection 18322-1 833 1(e) to new section 18330 filed 
3-5-2003 pursuant to section 100, title l,CalifomiaCodeof Regulations (Reg- 
ister 2003. No. 18). 

§ 18523. Effect on Joint Return of Elections Made in 
Separate Returns. 

If a joint return is made under Revenue and Taxation Code Section 
18522, any election, other than the elecfion to file a separate return for 
the taxable year with respect to the treatment of any income, deduction, 
or credit of such spouse, shall not be changed in the making of the joint 
return where such election would have been irrevocable if the joint return 
had not been made. Thus, if one spouse has made an irrevocable election 
to include patronage dividends in gross income for the year received un- 
der Revenue and Taxation Code Section 17086, this election may not be 
changed upon making the joint return under Revenue and Taxation Code 
Section 18522. 

History 
1 . Change without regulatory effect renumbering and amending former subsection 
18522- 1833 1(d) to new section 18523 filed 5-5-2005 pursuant to section 100, 
title ], California Code of Regulations (Register 2005, No. 18). 

§ 18526. When Joint Return May Not Be Made. 

A joint return cannot be made under Revenue and Taxation Code Sec- 
tion 18522 with respect to a taxable year: 

(a) After the expiration of four years from the last day prescribed by 
law for filing the return for such taxable year determined without regard 
to any extension of time granted to either spouse. Thus, where an exten- 
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sion of time lor filing returns has been granted by the Franchise Tax 
Board in accordance with Revenue and Taxation Code Section 18567, 
the extension shall be disregarded in determining the last day upon which 
a joint return may be filed after separate returns have been filed; 

(h) After tliere has been mailed to either spouse, with respect to such 
taxable year, a notice of deficiency under Revenue and Taxation Code 
Section 1 9033, if the spouse, as to such notice, files a protest under Reve- 
nue and Taxation Code Section 19041 or appeal under Revenue and 
Taxation Code Section 19045 which is still pending; 

(c) After either spouse has commenced a suit in any court for the recov- 
ery of any part of the tax for such taxable year; or 

(d) After either spouse has entered into a closing agreement under 
Revenue and Taxation Code Section 19441 with respect to such taxable 
year. 

History 
I . Change without regulatory effect renumbering and amending former subsec- 
tions 1 S522- i8531(cHc)(4) to new section 18526 filed .'S-.5-2005 pursuant to 
section 100. title I. California Code of Regulations (Register 2005, No. IS). 

i^ 1 8530. Penalties imposed When Amount on Joint Return 
Exceeds Amounts on Separate Returns. 

Where the amount shown as the tax by the husband and wife on a joint 
return made under Revenue and Taxation Code Section 18522 exceeds 
the aggregate of the amounts .shown as tax on the separate return of each 
spouse, and such excess is attributable to negligence, intentional disre- 
gard of ailes and regulations, or fraud at the time of the making of such 
separate returns, there shall be as.sessed. collected, and paid in the same 
manner as if it were a deficiency, an additional amount as provided in the 
two succeeding sentences. If any part of such excess is attributable to 
negligence, or intentional disregard of rules and regulations at the time 
of the making of such separate return, but without any intent to defraud, 
this additional amount shall be 20 percent of the total amount of the ex- 
cess. If any part of such excess is attributable to fraud with intent to evade 
tax at the time of the making of such separate return, this additional 
amount shall be 75 percent of the total amount of the excess. The above 
additions are in lieu of the additions to the tax provided in Revenue and 
Taxation Code section 19164, subdivisions (a) and (c). 

History 
1 . Change without regulatory effect renumbering and amending former subsection 

18522-1 853 1(e) to new section 185.30 filed 5-.5-2005 pursuant to section 100. 

title 1 , California Code of Regulations (Register 2005, No. 1 8). 

§ 18566. Time for Filing Returns. 

Unless an extension of time is granted, returns made on the basis of the 
calendar year must be filed on or before April 15 following the close of 
the calendar year, and returns made on a basis of a fiscal year must be 
filed on or before the 15th day of the fourth month following the close 
of the fiscal year. If an extension is granted, returns must be filed on or 
before the expiration of the period of extension. If the last day for filing 
returns falls on a Saturday, Sunday or other legal holiday, returns may be 
filed on the day following without penalty. Returns filed by mail are 
deemed to have been filed as of the date they are placed in the United 
States mail. If returns are so posted, properly addressed and postage pre- 
paid, no penalty will attach should the returns not reach the Franchise Tax 
Board's office until after the due date thereof. However, see Section 
18567 for rules pertaining to taxpayers residing or traveling abroad. 
NOTH; Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 18433, Revenue and Taxation Code. 

History 

1 . Amendment filed 10-6-78; effective thirtieth day thereafter (Register 78, No. 
40). 

2. Change without regulatory effect renumbering and amending former section 
18433.1 to section 1 8566 filed 1 1-23-98 pursuant to secfion 100, title 1 , Cali- 
fornia Code of Regulations (Register 98, No. 48). 

§ 18567. Automatic Extension of Time for Filing Returns 
by Individuals, Fiduciaries, and Partnerships. 

(a) For returns by individuals, fiduciaries, and partnerships required 
to be filed on or after April 15, 1992, the Franchise Tax Board will allow 



an automatic six-month extension to file if the return is filed within six 
months of the original due date. No written request is required. Tlie ex- 
tension time period for fiscal and calendar year taxpayers is the original 
due date plus six months. This granting of the extension is conditioned 
solely upon the filing of a return within the automatic extension period. 
If the return is not filed within six months of the original due date, no ex- 
tension is allowed. 

This extension to file is not an extension of time to pay. Tax is due on 
the original due date of the return without regard to the extension to file. 

(b) A delinquency penalty under Section 19131 (failure to file a return ) 
will not be imposed on any return filed by the extended due date. Howev- 
er, if the return is not filed within six months of the original due date, no 
valid extension exists under subsection (a), and the penalty amount will 
be computed by reference to the original due date of the return. 
Notf,: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 18567, Revenue and Taxation Code. 

History 
1. New section filed 10- 1 2-2001; operative 10-12-2001 pursuant to Government 

Code section 1 1343.4 (Register 2001, No. 41 ). 



Article 2. 



Banks and Corporations 
[Reserved.] 



History 
1. Change without regulatory effect adding new article 2 (reserved) filed 
11-23-98 pursuant to section 100, title l.CalifomiaCodeof Regulations (Reg- 
ister 98, No. 48). 



Article 3. General Provisions Applicable to 
All Persons [Reserved.] 

History 

1. Change without regulatory effect adding new article 3 (reserved) filed 
1 1-23-98 pursuant to section 1 00, title 1 . California Code of Regulations (Reg- 
ister 98, No. 48). 



Article 4. Information Returns 

§ 18631 -18681 (a). Payments of Interest or Dividends. 

( 1 ) Except as provided in (2) below, for calendar years beginning after 
December 31, 1969, every individual, partnership, bank, corporation, 
mutual savings bank, savings and loan association, building and loan as- 
sociation, cooperative bank, homestead association, credit union, stock 
broker, dealer in securities, or similar entity, including a nonprofit corpo- 
ration, joint stock company or association, insurance company, or Mas- 
sachusetts or business trust, engaged in a trade or business in this State, 
and making payment in the course of such trade or business, must make 
an information return on forms prescribed by the Franchise Tax Board 
for each calendar year respecting payments of interest or dividends, as 
described in subdivision (a) or (c) of Section 1 8639, and distributions out 
of earnings or profits accumulated since February 28, 1913 (except non- 
taxable stock dividends and distributions in liquidation), aggregating $ 1 
or more to any individual, fiduciary, or partnership shareholder whose 
last known address is in this State. Payments or distributions to share- 
holders, whose last known address is outside this State need be reported 
only if the paying entity has reason to believe that the shareholder (or any 
member in case the shareholder is a partnership) is a resident of this State. 

(2) In the case of distributions which are made from a depletion or de- 
preciation reserve, or which for any other reason are deemed by the dis- 
tributing entity to be nontaxable or partly nontaxable to its shareholders, 
the distributing entity should complete the prescribed forms and forward 
them to the Franchise Tax Board, Operations Division, Sacramento, Cal- 
ifornia 95814, not later than February 1 of the year following the year in 
which made. Upon receipt of this information, the Franchise Tax Board 
will determine and advise the distributing entity by letter whether any 
portion of such distribution is subject to tax. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 18801, Rev. and Tax. Code. 



Page 343 



Register 2006, No. 17; 4-28-2006 



§ 18631-18681(b) 



BARCLAYS CALIFORNIA CODE OF REGULATIONS 



Title 18 



History 

1. New group \9( 1880I-18804(a)through 18803-18810(h)) rilcci2-4-60;cfrcc- 
tivc thirtieth day thereafter (Register 60, No. 3). 

2. Amendment of Sections 18801-18804(3) through 18801-18804(d) filed 
3-26-68; effective thirtieth day thereafter (Register 68. No. 1 3). 

3. Amendinent filed 7-1-70; effective thirtieth dav thereafter (Register 70, No. 

27). 

4. Change without regulatory effect adding new article 4 (sections 
18631-18681(a) through 18642) and renumberine and ainending former sec- 
tion 1 8801-1 88()4(a) to section 18631-18681(a)Yded 1 1-23-98 pursuant to 
section 100, title 1, California Code of Regulations (Reeister 98. No. 48). 



§ 18631 -18681(b). Payments of Salaries, Interest, Rents, 
Royalties, and Other Fixed or Determinable 
Income. 

( 1 ) Except as provided in subsection (2), and except for payments to 
which subdivisions (a) and (c) of Section 18639 apply, every individual, 
partnership, bank, corporation, including a nonprofit corporation or or- 
ganization, joint stock company or association, insurance company, or 
Massachusetts or business trust, engaged in a trade or business in this 
State and making payment in the course of such trade or business to 
another person, including lessees or mortgagors of real or personal prop- 
erty, fiduciaries, employers, and all officers and employees of this State 
or of any political subdivision of this State, or any city organized under 
a freeholder's charter, or any political body not a subdivision or agency 
of the State, shall make a return on forms prescribed by the Franchise Tax 
Board for each calendar year, with respect to wages, salaries, interest, 
rents, royalties, and other fixed or determinable income paid, credited or 
distributed. Such payments are required to be reported if the total 
amounts paid to a single person are $1 ,500 or more, and in the case of a 
married individual are $3,000 or more. Payments of wages, salaries and 
other compensation for personal services rendered in this State, and pay- 
ments of rents or royalties on account of property located in this State 
must be reported irrespective of the residence or address of the payee. 
Payments of interest and payments of income on account of services per- 
formed, or property located outside this State need be reported only if the 
payee is a resident of this State. If the payee's residence is unknown to 
the payor, such payments shall be reported if the payee's last known ad- 
dress was in this State. If the marital status of the individual is unknown, 
report all such payments of $1,500 or more. Payments made to the offi- 
cers of a corporation must be reported. Payments in the case of annuities 
with an annuity starting date before January 1, 1968, should be reported 
in an amount equal to 3 percent of the aggregate premiums or consider- 
ation paid for the annuity (whether or not paid during the taxable year), 
until the aggregate amount paid to and not required to be included by the 
annuitant in his gross income, had the law been in effect continuously 
from and after the date at which payments under such annuity were first 
received, equals the aggregate premiums or consideration paid for such 
annuity; thereafter the entire amount of the annuity payments shall be re- 
ported. Payments in the case of annuities with an annuity after January 
1, 1968, should be reported except to the extent that they are considered 
to represent a reduction or return of premiums or other consideration 
paid. The part of each annuity payment which is excludable from gross 
income is determined by the ratio which the investment in the contract 
bears to the expected return under the contract. In the case of annuities 
with an annuity starting date on and after January 1 , 1 968, in lieu of the 
return required by this subsection, a duplicate copy of the Federal return 
may be filed with the Franchise Tax Board. 

(2) The following payments need not be reported regardless of the 
amount paid: 

(A) Payments of any type made to a corporation; 

(B) Distributions or salaries to members of a partnership or distribu- 
tions to beneficiaries of an estate or trust, which are shown on the Partner- 
ship or Fiduciary Return; 

(C) Rents paid by a tenant to a real estate agent having a place of busi- 
ness in this State, but the agent must report payments to the landlord; 

(D) Payments made by a broker to his customer; 



(E) Payments to nonresidents which are reported by the withholding 
agent on forms prescribed by the Franchise Tax Board; 

(F) Payments of income exempt from taxation under the law; 

(G) Payments which are made by those not engaged in a trade or busi- 
ness and which are not made in the course of such trade or business, such 
as amounts paid by a tenant to a landlord for the renting or leasing of a 
residence; 

(H) Payments of bills for merchandise, telegrams, telephone, freight, 
storage, and similar charges; 

(I ) Payments made by record owners to the actual owners of dividends 
and other distributions on stock, earnings from savings and loan associ- 
ations, mutual savings banks, credit unions, etc.. interest, or similar pay- 
ments; 

(J) Payments made to employees of interstate carriers that are ex- 
empted from reporting by Public Law 91-569; and 

(K) Payments made to principals by persons carrying on the banking 
business, and by persons which are mutual savings banks, cooperative 
banks, building and loan associations, homestead associations, credit 
unions, or similar organizations chartered and supervised by Federal or 
State law. of funds collected when acting in the capacity of collection 
agents. This exception does not apply to collection of items on a regular 
and continuing basis under a so-called escrow, trust, custody or invest- 
ment advisory agreement. However, returns of information are not re- 
quired unless payment is of the type with respect to which such returns 
would otherwise be required under Section 18637 if the payor were en- 
gaged in a trade or business. The exception from reporting set forth in this 
paragraph shall apply until such time as the Franchise Tax Board deter- 
mines that it is feasible for such persons to report the payments, and this 
paragraph is amended accordingly to require such reporting. 

History 

1 . Repealer and new section filed 8-27-71 ; effective thirtieth day thereafter ( Reg- 
ister 71, No. 35). 

2. Change without regulatory effect renumbering and amending former section 
18801-18804(b)tosectionl8631-18681(b) filed 11-23-98 pursuant to section 
100, title 1, California Code of Regulations (Register 98, No. 48). 

§ 1 8631-1 8681 (c). Time and Place for Filing Returns. 

A separate form, prescribed by the Franchise Tax Board, must be pre- 
pared for each payee to whom payments which must be reported are 
made, showing the name and address of the payee, and the amount paid. 
These forms, accompanied by a report on a form prescribed by the Fran- 
chise Tax Board showing the number of forms filed therewith, must be 
forwarded to the Franchise Tax Board, Operations Division, Sacramen- 
to. California 95814 on or before February 28 of the year following the 
year in which payments or distributions required to be reported are made. 

History 

1. Amendment filed 7-1-70; effective thirtieth day thereafter (Register 70. No. 
27). 

2. Change without regulatory effect renumbering former section 18801-1 88()4(c) 
to section 18631-18681(0 filed 1 1-23-98 pursuant to section 100. title 1. Cali- 
fornia Code of Regulations (Register 98. No. 48). 

§ 18634. Domestic Disclosure Spreadsheet and List of 
Related Entities. 

NOTE: Authority cited: Section 19503. Revenue and Taxation Code. Reference: 
Section 18634, Revenue and Taxation Code. 

History 

1. Change without regulatory effect renumbering and amending section 25401d 
to section 18634 filed 6-16-94 pursuant to section 100, title 1, California Code 
of Regulations (Register 94, No. 24). 

2. Change without regulatory effect relocating section 18634 from chapter 2.5, 
subchapter 18 to chapter 2.6, subchapter 2 filed 1 1-23-98 pursuant to section 
100, title 1, CaUfornia Code of Regulafions (Register 98, No. 48). 

3. Change without regulatory effect repealing section filed 7-5-2000 pursuant to 
section 100, title 1, California Code of Regulations (Register 2000, No. 27). 

§ 1 8634-1 . List of Related Entities. 

NOTE; Authority cited: Section 19503, Revenue and Taxafion Code. Reference: 
Section 18634, Revenue and Taxation Code. 

History 
1 . Change without regulatory effect adding new section filed 6-16-94 pursuant to 
section 100, title 1, California Code of Regulations (Register 94. No. 24). 
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2. Change without regulatory effect relocating section 1 8634-1 from chapter 2.5, 
subchapter 18 to chapter 2.6, subchapter 2 filed 1 1-23-98 pursuant to section 
100, title 1, California Code of Regulations (Register 98, No. 48). 

3. Change without regulatorv effect repealing section filed 7-.'S-2()()0 pursuant to 
section 100, title L California Code of Regulations (Register 2000, No. 27). 

§ 18640. Returns of Information as to Patronage 
Dividends, Rebates, or Refunds. 

(a) In General. Any corporation allocating to any patron amounts ag- 
gregating $ 1 00 or more during the calendar year as patronage dividends, 
rebates, or refunds (whether in cash, merchandise, capital stock, revolv- 
ing fund cerlificates, retain certificates, letters of advice, or in some other 
manner that discloses to each patron the amount of such dividend, rebate, 
or refund) shall render a return of information with respect to such alloca- 
tion on Forms 596 and 599. The allocation shall be reported for the calen- 
dar year during which the allocation is made. See Reg. 1863 1-1 868 1(c). 

(b) Definitions. 

( 1 ) Co-operative Association. For the purpose of this regulation, the 
term "co-operative association" includes any corporation operating on 
a co-operative basis and allocating amounts to patrons on the basis of the 
business done with or for such patrons. 

(2) Patron. For the purpose of this regulation, the term "patron" in- 
cludes any person with whom or for whom the co-operative association 
does business on a co-operative basis, whether member or a nonmember 
of the co-operative association, and whether an individual, a trust, estate, 
partnership, company, corporation, or co-operative association. 



(3) Patronage. Dividends. Rebates, and Refunds. For the purpose of 
this regulation, the term "patronage dividend, rebate, or refund" includes 
any amount allocated (whether in cash, merchandise, capital stock, re- 
volving fund certificates, retain certificates, certificates of indebtedness, 
letters of advice, or in some other manner that discloses to each patron 
the amount of such dividend, refund, or rebate) by a co-operative associ- 
ation, to the account of a patron on the basis of the business done with or 
for such patron. The following are not patronage dividends, rebates, or 
refunds: 

(A) Amounts distributed in redemption of a capital slock, or in re- 
demption or satisfaction of certificates of indebtedness, revolving fund 
certificates, retain certificates, letters of advice, or other similar docu- 
ments; 

(B) In the case of a co-operative association marketing the products 
of members or other patrons, the amount paid in cash or merchandise by 
the association for such products to the extent such amount is fixed with- 
out reference to the earnings of the co-operative association. For this pur- 
pose, the term "earnings" includes the excess of amounts retained by the 
association to cover expense or other items over the amount of such ex- 
penses or other items. 

(4) Allocation. For the purpose of this regulation, the term "allocation" 
includes distributions in cash or merchandise made by a co-operative as- 
sociation to a patron, the issuance by such association of capital stock, 
revolving fund certificates, retain cerlificates. certificates of indebted- 
ness, letters of advice, similar documents, or any other act by a co-opera- 
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live association whereby a patron receives actual notice of the segrega- 
tion on the books of such association of a portion of its assets for the ac- 
count of such patron. Thus, a mere credit to the account of a patron on the 
books of the co-operative association, without actual notice to the pa- 
tron, is not an allocation. 

(c) Examples. The application of this regulation may be illustrated by 
the following examples: 

Example 1. Co-operative A, a marketing association operating on a 
pooling basis, receives the products of Patron W on January 5. On the 
same day Co-operative A advances to W 45 cents per unit for the prod- 
ucts so delivered and allocates to him a "retain certificate" having a face 
value calculated at the rate of 5 cents per unit. During the operation of the 
pool, and before substantially all the products in the pool are disposed of. 
Co-operative A advances to W an additional 40 cents per unit, the 
amount being determined by reference to the market price of the products 
sold and the anticipated price of the unsold products. At the close of the 
pool on November 10, Co-operative A determines the excess of its re- 
ceipts over the sum of its expenses and its previous advances to patrons, 
and allocates to W an additional 3 cents per unit and shares of the capital 
stock of A having an aggregate of face value calculated at the rate of 2 
cents per unit. 

The amount of patronage dividends, rebates, or refunds allocated to W 
during 19X1 amount to 5 cents per unit, consisting of the aggregate of the 
following per-unit allocations: The amount of cash distributions fixed 
with reference to the earnings of A (3 cents), and the face value of the cap- 
ital stock of A (2 cents). The amount of the two distributions in cash (85 
cents) and the face amount of the "retain certificate" (5 cents), which are 
fixed without reference to the earnings of A, do not constitute patronage 
dividends, rebates, or refunds. 

Example 2. Co-operative B, a marketing association, operating on a 
pooling basis, receives the products of Patron X on March 5, 19X1. On 
the same day Co-operati ve B pays to X $ 1 per unit for such products, this 
amount being determined by reference to the market price of the product 
when received, and issues to him a "participation certificate" having no 
face value but which entitles X on the close of the pool to the proceeds 
derived from the sale of his products less the previous payment of $1 and 
the expenses and other charges attributable to such products. On March 
5. 19X3, Co-operative B, having sold the products in the pool, having 
deducted the previous payments for such products, and having deter- 
mined the expenses and other charges of the pool, redeems the participa- 
tion certificate of X in cash for 10 cents per unit. The allocation made to 
X during 19X3, amounting to 10 cents per unit, is a patronage dividend, 
rebate, or refund. Neither the payment to X in 1 9X 1 of $ 1 nor the issuance 
to him of the participation certificate in that year constitutes a patronage 
dividend, rebate, or refund within the meaning of this regulation. 

Example 3. Co-operative C, a purchasing association, obtains sup- 
plies for Patron Y on May 1, 19X2, and receives in return therefor $100. 
On February 1, 19X2, Co-operative C, having determined the excess of 
its receipts over its cost and expenses, allocates to Y a cash distribution 
of $ 1 and a revolving fund certificate of a face amount of $ 1 . The amount 
of patronage dividends, rebates, or refunds allocated to Y for 19X2 are 
$2, the aggregate of the cash distribution of $1, and the face amount, $1, 
of the revolving fund certificate. 

Example 4. Co-operative D, a service association, sells the products 
of members on a fee basis. It receives the products of Patron Z under an 
agreement not to pool his products with those of other members, to sell 
his products, and to deliver to him the proceeds of the sale. Patron Z 
makes payments to Co-operative D during 19X1 aggregating $75 for 
services rendered him by Co-operative D during that year. On May 15, 
19X2, Co-operative D, having determined the excess of its receipts over 
its costs and expenses, allocates to Z a cash distribution of $2. Such 
amount is a patronage dividend, rebate, or refund allocated by Co-opera- 
tive D during 19X2. 

NOTH: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 18802.1, Revenue and Taxation Code. 



History 

1. Amendment filed 8-19-82: effective thirtieth day thereafter (Register 82, No. 
34). 

2. Hditorial correction of subscction(a) (Register 83, No. 19). 

3. Chanse without regulatory effect renumbering and amendine former section 
1 8802. 1 to section 1 8640 filed 1 1-23-98 pursuant to .section 1 00, title 1 . Cali- 
fornia Code of Regulations (Register 98, No. 48). 

§ 1 8641 . Information Returns of Brokers. 

Any person doing business as a broker (as defined in subdivision (c) 
of Section 1 8641 of the Revenue and Taxation Code) with respect to per- 
sonal property or services must file a return with the Franchise Tax Board 
in accordance with Treasury Regulation 1.6045-1 (26CFR 1.6045-1 )as 
amended May 23, 1984. This regulation shall apply to returns filed after 
December 31, 1986. 

NOTE; Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 18802.4, Revenue and Taxation Code. 

History 

1. Certificate of Comphance including amendment filed 1-20-87 (Register 87, 
No. 5) 

2. Change without regulatory effect renumbering and amending former section 
18802.4 to section 18641 filed 11-23-98 pursuant to section 100, title I.Cali- 
fornia Code of Regulations (Register 98, No. 48). 

§ 18642. Real Property Transfer Information Returns. 

(a) Pursuant to Section 18642 of the Revenue and Taxation Code, 
when requested by the Franchise Tax Board, all owners and transferors 
of an interest in real property or a mobilehome shall file an information 
return with the Franchise Tax Board. The information required on such 
returns shall include the following: 

(1) The name(s) of the owner(s) or transferor(s). 

(2) The current mailing address(es) of the owner(s) or transferor(s). 

(3) The social security number(s) of an individual owner(s) or transfer- 
or(s). 

(4) The federal employer identification number(s) of a nonindividual 
owner(s) or transferor(s). 

(5) If a corporation(s) filing California income or franchise tax re- 
turn(s), the corporation number(s) used on such retum(s). 

(6) The legal entity of the owner(s) or transferor(s). (Example: individ- 
ual, partnership, joint venture, trust, estate, corporation.) 

(7) If the owner(s) or transferor(s) is a resident of or is a legal enfity 
created or authorized under the laws of a foreign country, the address of 
the owner(s) or transferor(s) in the foreign country(ies). 

(8) A description of the property transfer transaction (for example, 
gift, sale, installment sale, foreclosure, charitable contribution, like-kind 
exchange, sale with leaseback). 

(9) If the owner(s) or transferor(s) held or hold only nominal title or 
title as an agent to the property, the name(s) of the real party(ies) in inter- 
est or principal(s) and his/her/its/their current address(es). 

(10) If more than one parcel of real property was transferred in the 
same transaction, the parcel number and situs address of each parcel 
transferred. 

(11) With respect to each parcel of real property or mobilehome in- 
volved in the transaction, the sale or purchase price, and the date of acqui- 
sition or disposition of the property. 

(b) Pursuant to Section 18642 of the Revenue and Taxation Code, this 
regulation does not apply to property granted a homeowner's property 
tax exemption or to property which is not assessed by a California County 
Assessor. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 18802.3, Revenue and Taxation Code. 

History 

1 . New section filed 6-1 8-86 as an emergency; effective upon filing (Register 86. 
No. 25). A Certificate of Compliance must be transmitted to OAL within 120 
days or emergency language will be repealed on 10-16-86. 

2. Certificate of Compliance including amendment transmitted to OAL 10-10-86 
and filed 11-7-86 (Register 86, No. 45). 

3. Change without regulatory effect renumbering and amending former section 
18802.3 to section 18642 filed 11-23-9H pursuant to section 100, title 1. Cali- 
fornia Code of Regulations (Register 98, No. 48). 
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Article 5. Withholding 

§ 1 8662-1 . Persons Subject to Withholding Requirements. 

Every individual who is a resident of or has a place of business in this 
State, or subject to the jurisdiction of the laws of this State, and every 
bank located within the limits of this State, and every partnership, corpo- 
ration, including a nonprofit organization, joint stock company or associ- 
ation, insurance company or Massachusetts trust, organized under the 
laws of or having a place of business in this State, or subject to the juris- 
diction of the laws of this State, in whatever capacity acting (including 
lessees or mortgagors of real or personal property, fiduciaries, employ- 
ers, and any officer or department of this State or any political subdivi- 
sion or agency of this State, or any city organized under a freeholder's 
charter, or any political body not a subdivision or agency of this State) 
having the control, receipt, custody, disposal, or payment of income of 
the character described in Reg. 1 8662-2 derived from sources within this 
State by individuals who are nonresidents of this State must withhold 
from such income as provided in Reg. 1 8662-2 and transmit to the Fran- 
chise Tax Board the amount of tax specified in Reg. 1 8662-3 at the time 
and place specified in Reg. 18662-8. 

NOTK: Authority cited: Section 19253. Revenue and Taxation Code. Reference: 
Section 18662, Revenue and Taxation Code. 

History 

1. Amendment filed 1 1-27-61; effective thirtieth day thereafter (Register 61, No. 
24). 

2. Amendment filed 1 2-1 2-67; effective thirtieth day thereafter (Register 67, No. 
50). 

3. Renumbering from 18662-18810(a) filed 12-14-71; procedural amendment 
filed 1 2-16-7 1 ; effective upon filing (Register 7 1 , No. 51). 

4. Repealer and new section filed 2-22-74; effective thirtieth day thereafter (Reg- 
ister 74, No. 8). 

5. Renumbering and amendment of Section 18662(a) to SecUon 18662-1 filed 
8-19-82; efl'ecfive thirtieth day thereafter (Register 82, No. 34). 

6. Editorial correcfion (Register 83, No. 19). 

7. Amendment filed 2-19-86; effective thirtieth day thereafter (Register 86. No. 
8). 

8. Change without regulatory effect adding new article 5 (sections 18662-1 
through 1 8663) and renumbering and amending former section 1 8805-1 to sec- 
tion I8662-] filed 1 1-23-98 pursuant to section 100, title 1, California Code 
of Regulations (Register 98, No. 48). 

§ 1 8662-2. Income Subject to Withholding and 
Requirements for Withholding. 

The items of income subject to withholding are interest, dividends, 
rent, prizes and winnings, premiums, annuities, emoluments, compensa- 
tion for personal services, and other fixed or determinable annual or peri- 
odical gains, profits and income. 

Withholding of tax at the source is required in the case of payments to 
nonresidents of compensation for personal services rendered in this 
State, except for wages subject to withholding under Section 1 3020 of the 
Unemployment Insurance Code or exempt therefrom under Section 
13009 of the Unemployment Insurance Code or exempt from state with- 
holding under federal law. Withholding at source is also required in the 
case of rentals or royalties for the use of, or for the privilege of using in 
this State, patents, copyrights, secret processes and formulas, good will, 
trademarks, brands, franchises, and other like property of such intangible 
property having a business or taxable situs as defined in Regs. 17951-1 
through 17951-5, 17952 and 17953 in this State, and payments of prizes, 
premiums, rewards, winnings, etc.. to nonresidents participating, or en- 
tering cars, horses, etc. in races and other contests in this State. 

In the case of payments to nonresidents of items of income not speci- 
fied in the second paragraph of this regulation and in the case of persons 
not making payments to nonresidents of the items of income specified in 
the first paragraph of this regulation but having the control, receipt, cus- 
tody or disposal of such income, withholding of tax at source is required 
when the person subject to withholding as specified in Reg. 18662-1 is 
notified by the Franchise Tax Board or a duly authorized representative 
to withhold tax from such income. 



Compensation for personal services includes wages, salaries and any 
other remuneration such as, for example, payment of expenses of nonres- 
ident employees for services rendered in this State, commissions paid to 
nonresident salesmen or agents for orders received on sales made in this 
State, fees for professional services rendered here by nonresidents, and 
payments to nonresident actors, singers, performers, entertainers, wres- 
tlers, boxers, etc.. for performances in this State. Compensation for per- 
sonal services includes payments to independent contractors, such as 
leaders, managers, or owners of bands, orchestras, dance teams, circuses, 
and similar groups of artists, entertainers or performers pursuant to con- 
tracts under which such leaders, managers or owners agree to furnish the 
services of their bands, orchestras, teams, circuses, or other groups with- 
in this State. 

Withholding pursuant to this regulaUon is not required unless and until 
income payments with respect to each payee by the same payor either ex- 
ceed $ 1 ,500 during the calendar year or the payor is directed to withhold 
by the Franchise Tax Board. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 18662, Revenue and Taxation Code. 

History 

1 . Amendment filed 1 2-1 2-67; effective thirtieth day thereafter (Register 67, No. 
50). 

2. Renumbering from 18662-18810(b) filed 12-14-71; procedural amendment 
filed 12-16-71; effective upon filing (Register 71, No. 51). 

3. Repealer and new section filed 2-22-74; effective thirtieth day thereafter (Reg- 
ister 74, No. 8). 

4. Amendment filed 4-9-81; designated effective 6-30-81 (Register 81. No. 15). 

5. Renumbering and amendment of Section 18662(b) to Section 18662-2 filed 
8-19-82; effective thirtieth day thereafter (Register 82, No. 34). 

6. Editorial conection (Register 83, No. 19). 

7. Amendment filed 2-19-86; effective thirtieth day thereafter (Register 86, No. 
8). 

8. Change without regulatory effect renumbering and amending former section 
1 8805-2 to section 1 8662-2 filed 1 1-23-98 pursuant to section 1 00, title 1 , Cal- 
ifornia Code of Regulations (Register 98, No. 48). 

§ 1 8662-3. Amount of Tax to Be Withheld. 

(a) The amount of tax to be withheld shall be computed by applying 
a rate of 7%, or such lesser rate as authorized in writing by the Franchise 
Tax Board. 

(b) At the request of either the payor or payee, the Franchise Tax Board 
may consider documentation to the effect that the 7% rate will result in 
overwithholding. After considering such documentation, the Franchise 
Tax Board may waive the withholding requirements, in whole or in part, 
or authorize the use of a lower withholding rate. As a further condition 
for waiver or for authorizing a lower withholding rate, the payee will be 
required to assure the Franchise Tax Board, by bond, deposit or other- 
wise, that the source income withholding requirements appHcable to the 
payee as a payor will be comphed with. 

(c) The Franchise Tax Board's waivers and NoUces to Withhold re- 
flecting a withholding rate less than 7% shall be in wriung and shall be 
mailed to the payor. If the payor has already withheld prior to the receipt 
of a waiver or Notice to Withhold, the payor may make a payment to the 
payee of the amount of overwithholding, if any. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 1 8662, Revenue and Taxation Code. 

History 

1. Amendment filed 12-12-67; effective thirtieth day thereafter (Register 67, No. 
50). 

2. Renumbering from 18662-1 88 10(c) filed 12-14-71; procedural amendment 
filed 12-16-71; effective upon filing (Register 71, No. 51). 

3. Repealer and new section filed 2-22-74; effective thirtieth day thereafter (Reg- 
ister 74, No. 8). 

4. Renumbering and amendment of Section 18662(c) to Section 18662-3 filed 
8-19-82; effective thirtieth day thereafter (Register 82, No. 34). 

5. Editorial correction (Register 83, No. 19). 

6. Repealer and new section filed 2-19-86; effective thirtieth day thereafter (Reg- 
ister 86, No. 8). 

7. Change without regulatory effect renumbering and amending former section 
18805-3 to section 18662-3 filed 11-23-98 pursuant to section 1 00. title 1, Cal- 
ifornia Code of Regulations (Register 98, No. 48). 
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§ 1 8662-4. Withholding of Delinquent Taxes Due from 
Both Resident and Nonresident Taxpayers. 

In addition to withholding from payments of income to nonresident 
taxpayers in accordance with the requirements of Regs. 18662-1 to 
18662-4. the individuals, firms and companies mentioned in Reg. 
18662-1 must, upon notice and demand from the Franchise Tax Board 
or its authorized representatives, withhold from any credits or other per- 
sonal property or other things of value due any individual, estate or trust, 
the amount of any tax due under the law from such individual, estate or 
trust. Furthermore, effective May 30, 1957. firms and companies men- 
tioned in Reg. 18662-1 must, upon notice and demand, withhold from 
any credits or other things of value the amount of any liability incurred 
hy any person for his failure to withhold upon notice and demand 
amounts due under the law from a taxpayer. The amounts so withheld 
must be transmitted to the Franchise Tax Board immediately. 
NOTH: Authority cited: .Section \925?, Revenue and Taxation Code. Reference: 
Sections 18662 and 18H17, Revenue and Taxation Code. 

History 

1. Renumbering from 18662- 188 10(f) filed 12-14-71: procedural amendment 
filed 12-16-71; effective upon filing (Register 71, No. 51). 

2. Renumbering of Section 1 8662(f) to Section 18662(d) filed 4-9-81; designated 
effective 6-30-81 (Register 81, No. 15). 

.3. Renumbering and amendment of Section 18662(d) to Section 18662-4 filed 
8-19-82; effective thirtieth day thereafter (Register 82, No. 34). 

4. Editorial correction (Register 83, No. 19). 

5. Change without regulatory effect renumbering and amending former section 
18805-4 to section 18662-4 filed 1 1-23-98 pursuant to section 1 00, title 1, Cal- 
ifornia Code of Regulations (Register 98. No. 48). 

§ 1 8662-5. Remedies of Taxpayer. 

If, as a result of the action of a withholding agent in transmitting the 
tax to the Franchise Tax Board, a taxpayer's tax is overpaid, the taxpayer 
is entitled to file a claim for the refund of that overpayment and to an ap- 
peal to the Board of Equalization or to an action in the courts, to the same 
extent as if the taxpayer himself had made the overpayment. Refund 
claims must be filed within four years after the last day prescribed for the 
filing of the taxpayer's return, or within one year after the payment of the 
tax by the withholding agent, whichever period expires the later. Interest 
is to be allowed in all such cases, to be computed at the rate prescribed 
by Section 19062 from the 15th day of the fourth month following the 
close of the taxable year for which such amounts were withheld. The tax- 
payer cannot hold the withholding agent liable for any payment made to 
the Franchise Tax Board pursuant to Regs. 18662-1 to 18662-5. unless 
the amount withheld is refunded to the withholding agent. 
NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 18662, Revenue and Taxation Code. 

History 

1. Amendment filed 12-12-67; effective thirtieth day thereafter (Register67, No. 
50). 

2. Renumbering from 18662-1 88 1 0(g) filed 12-14-71; procedural amendment 
filed 12-16-71; effective upon filing (Register 71, No. 51). 

3. Renumbering of Section 1 8662(g) to Section 1 8662(e) filed 4-9-81 ; designated 
effecdve 6-30-81 (Register 81, No. 15). 

4. Renumbering and amendment of Section 18662(e) to Section 18662-5 filed 
8-19-82; effective thirtieth day thereafter (Register 82, No. 34). 

5. Klditorial correction (Register 83, No. 19). 

6. Change without regulatoi^ effect renumbering and amending former section 
18805-5 to section 1 8662-5 filed 1 1-23-98 pursuant to section 100, fitle 1, Cal- 
ifornia Code of Regulations (Register 98, No. 48). 

§18662-6. Withholding Agent. 

The term "withholding agent" means the person, including corpora- 
tions, partnerships, fiduciaries and state officers, agencies or subdivi- 
sions, charged by the law or by the Franchise Tax Board's order or regu- 
lation with the duty to withhold any tax, interest or penalties from 
payments to the taxpayer and to pay such amounts over to the Franchise 
Tax Board. 

Withholding agents will be required to reimburse the Franchise Tax 
Board for all taxes, penalties or interest which have been due from tax- 
payers and have not been withheld as required, unless the delinquent 
withholding agent can establish that such failure to withhold was due to 



reasonable cause, or unless the amounts which were not withheld as re- 
quired shall have been paid to the Franchise Tax Board prior to the day 
on which such reimbursement is demanded by the Franchi.se Tax Board. 
See Reg. 18662-6 for provisions for collecting liability incurred by a 
withholding agent who has incurred such liability for failure to withhold 
amounts due from a taxpayer upon notice and demand. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Sections 18662 and 18815, Revenue and Taxation Code. 

History 

1. Renumbering from 18662-18810(h) filed 12-14-71; procedural amendment 
filed 12-16-71; effective upon filing (Register 71, No. 51 ). 

2. Renumbering of Section 18662(h) to Section 1 8662(f) filed 4-9-8 1 ;dcsit!nated 
effective 6-30-81 (Register 81, No. 15). 

3. Renumbering and amendment of Section 18662(f) to Section 18662-6 filed 
8-19-82; effective thirtieth day thereafter (Register 82, No. .34). 

4. Editorial correction (Register 83, No. 19). 

5. Change without regulatory effect renumbering and amending former section 
1 880-5-6 to secfion 18662-6 filed 1 1-23-98 pursuant to section 100, title 1. Cal- 
ifornia Code of Regulations (Register 98, No. 48). 

§ 1 8662-7. Certificates of Residence. 

(a) If a payee claims exemption from withholding pursuant to this reg- 
ulation on the grounds that the payee is a California resident, the payee 
shall execute a Certificate of Residence in a form prescribed by the Fran- 
chise Tax Board. The original and one copy of the executed certificate 
will be filed by the payee with the payor. The payor must transmit the 
original certificate to the Franchise Tax Board before making any pay- 
ments to the payee. If the payee's resident status continues, the retained 
certificate shall relieve the payor from withholding on such payee for the 
remainder of the calendar year or until otherwise directed by the Fran- 
chise Tax Board's Notice to Withhold, whichever date is sooner. 

(b) If a payee's status during the year changes from nonresident to resi- 
dent, a Certificate of Residence should be filed with the payor, in accord 
with subsection (a). If the change is from resident to nonresident status, 
a Certificate of Nonresidence and Claim for Personal Exemption Credit 
on a form prescribed by the Franchise Tax Board may be filed by the 
payee with the payor. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 18662, Revenue and Taxation Code. 

History 

1. Amendment filed 12-12-67; effective thirtieth day thereafter (Register67, No. 
50). 

2. Renumbering from 18662- 188 10(d) filed 12-14-71; procedural amendment 
filed 12-16-71; effective upon filing (Register 71, No. 51). 

3. Repealer and new section filed 2-22-74; effective thirtieth day thereafter (Reg- 
ister 74, No. 8). 

4. Renumbering from Section 18662(d) to Section 18662.4 and amendment of 
subsection (4) filed 12-20-78; effective thirtieth day thereafter (Register 78, 
No. 51). 

5. Editorial redesignation of subsections (l)-(4) as subsections (a)-(d), respec- 
tively (Register 78, No. 51). 

6. Renumbering of Section 18662.4 to Section 18662(g) filed 4-9-81 ; designated 
effective 6-30-81 (Register 81, No. 15). 

7. Renumbering and amendment of Section 18662(g) to Section 18662-7 filed 
8-19-82; effecfive thirtieth day thereafter (Register 82, No. 34). 

8. Editorial correction of subsections (a), (b) and (d) (Register 83, No. 19). 

9. Repealer and new section filed 2-19-86; effective thirtieth day thereafter (Reg- 
ister 86, No. 8). 

10. Change without regulatory effect renumbering and amending former section 
18805-7 to secnon 18662-7 filed 11 -23-98 pursuant to .section 100, title 1, Cal- 
ifornia Code of Regulations (Register 98, No. 48). 

§ 1 8662-8. Time and Place for Filing Returns of Tax 
Withheld. 

If a Notice to Withhold has been issued for a particular engagement, 
tax withheld shall be remitted by the 20th day of the month following the 
month of the close of that engagement. In such cases, the original copy 
of the Notice to Withhold will serve as a Return of Tax Withheld at 
Source (Form 592) as well as the Statement of Tax Withheld at Source 
(Form 591 ). Remittance shall then be made to the office of the Franchise 
Tax Board which issued the Notice to Withhold at Source. 

When a Notice to Withhold is not issued, a Return of Tax Withheld at 
Source (Form 592) is due on the 20th day of the month following the 
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month in which the total amount withheld during the calendar year and 
not remitted exceeds $2,500. Any amounts withheld and not previously 
remitted because the total did not exceed $2,500 must be submitted by 
January 31 following the close of the calendar year. In all cases when a 
Notice to Withhold has not been issued. Returns of Tax Withheld at 
Source (Form 592) together with Copy A of the Statement of Tax With- 
held at Source (Form 591 ) shall be remitted to the Franchise Tax Board, 
Sacramento, CA 95867. 

NoTt-: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 18662, Revenue and Taxation Code. 

History 

1. Amendment filed 12-12-67; effective thirtieth day thereafter (Re2ister67, No. 
50). 

2. Renumbering from 18662- 188 10(e) filed 12-14-71; effective upon filing 
(Register 71, No. 51). 

.3. Amendment filed 12-20-78; effective thirtieth day thereafter (Register 78, No. 
51). 

4. Renumbering of Section 18662.5 to Section 18662(h) filed 4-9-81; designated 
effective 6-30-81 (Register 81, No. 15). 

5. Renumbering of Section 18662(h) to Section 18662-8 filed 8-19-82; effective 
thirtieth day thereafter (Register 82. No. 34). 

6. Repealer and new section filed 2-19-86; effective thirtieth day thereafter (Reg- 
ister 86. No. 8). 

7. Change without resulatory effect renumbering and amending former section 
18805-8 to section 18662-8 filed 1 1-23-98 pursuant to section 1 00, fille 1. Cal- 
ifornia Code of Regulations (Register 98, No. 48). 

§ 18662-11. Withholding Procedure — Corporations 
Withholding on Current Income. 

Every individual who is a resident of or has a place of business in this 
state, or is subject to the jurisdiction of the laws of this State, and every 
bank located within the limits of this State, and every partnership, corpo- 
ration, including a nonprofit organization, joint stock company or associ- 
ation, insurance company or Massachusetts trust, organized under the 
laws of or having a place of business in this State, or subject to the juris- 
diction of the laws of this State, in whatever capacity acting (including 
lessees or mortgagors of real or personal property, fiduciaries, employ- 
ers, and any officer or department of this State or any political subdivi- 
sion or agency of this state, or any city organized under a freeholder's 
charter, or any political body not a subdivision or agency of this State) 
having the control, receipt, custody, disposal, or payment of income of 
the character described in Reg. 18662-12 derived from sources within 
this state by corporations which do not have a permanent place of busi- 
ness (as defined in Reg. 1 8662-1 3) in this State must withhold from such 
income as provided in Reg. 1 8662-1 2 and transmit to the Franchise Tax 
Board the amount of tax specified in Reg. 18662-12 at the time and place 
specified in Reg. 18662-15. Where a corporation has a permanent place 
of business in this State the Franchise Tax Board may require withhold- 
ing of tax from the income of such corporation by notice to the person 
having control, receipt, custody or disposal, or payment of such income. 
Withholding will be required unless the Franchise Tax Board is assured 
by bond, deposit, or otherwise, that the corporation will comply with the 
withholding requirements insofar as income payments made to its own 
employees or independent contractors are concerned. Withholding of tax 
by such person shall be in accordance with the provisions of Regs. 
18662-11 through 18662-13 applicable to corporations which do not 
have a permanent place of business in this State. 

NoTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 18662, Revenue and Taxation Code. 

History 

1. New section filed 12-13-60; effective thirtieth day thereafter (Register 60, No. 
25). 

2. Amendment filed 1 1-27-61 ; effective thirtieth day thereafter (Register 61, No. 
24). 

3. Amendment filed 12-12-67; effective thirtieth day thereafter (Register 67, No. 
50). 

4. Repealer and new section filed 2-22-74; effective thirtieth day thereafter (Reg- 
ister 74, No. 8). 

5. Renumbering and amendment of Section 18662-26 134(a) to Section 18662-1 
filed 1 1-29-82; effective thirtieth day thereafter (Register 82, No. 49). 



6. Amendment filed 2-19-86; effective thirtieth day thereafter (Register 86. No. 

8). 

7. Change without regulatory effect renumbering and amending former section 
26131-1 to section 18662-1 1 filed 1 1-23-98 pursuant to seclion 100, title 1, 
California Code of Regulations (Register 98, No. 48). 

§ 1 8662-1 2. Income Subject to Withholding, Requirements 
for Withholding, and Amount to Be Withheld. 

The items of income subject to withholding are interest, dividends, 
rent, prizes and winnings, premiums, annuities, emoluments, compensa- 
tion for personal services, and other fixed or determinable annual or peri- 
odical gains, profits and income. 

Witliholding of tax at the source is required in the case of payments to 
corporations described in Reg. 18662-1 1 for amounts due under a con- 
tract with said corporations for services of performers furnished in the 
amusement, artistic, entertainment or sporting fields to fulfill engage- 
ments carried on in this State, and payrnents of prizes, premiums, awards, 
winnings, etc., to such corporations participating or entering horses, 
dogs, etc., in races or other contests in this State. This includes payments 
to such corporations for performances by dance bands, orchestras, cir- 
cuses, or for payments for the service of actors, singers, performers, en- 
tertainers, wrestlers, boxers and other similar types of amusement or 
sporting activity carried on in this State when payment for such perform- 
ance, etc., is made to a corporation instead of being made directly to the 
performer, etc. 

Withholding pursuant to this regulation is not required unless and until 
income payments with respect to each payee by the same payor either ex- 
ceed $ 1 ,500 during the calendar year or the payor is directed to withhold 
by the Franchise Tax Board. 

The amount of tax to be withheld shall be computed by applying a rate 
of 7%, or such lesser rate as authorized in writing by the Franchise Tax 
Board. 

At the request of either the payor or payee, the Franchise Tax Board 
may consider documentation to the effect that the 7% rate will result in 
overwithholding. After considering such documentation, the Franchise 
Tax Board may waive the withholding requirements, in whole or in part, 
or authorize the use of a lower withholding rate. As a further condition 
for waiver or for authorizing a lower withholding rate, the payee will be 
required to assure the Franchise Tax Board, by bond, deposit or other- 
wise, that the source income withholding requirements applicable to the 
payee as a payor will be complied with. 

The Franchise Tax Board's waivers and Notices to Withhold reflect- 
ing a withholding rate less than 7% shall be in writing and shall be mailed 
to the payor. If the payor has already withheld prior to receipt of a waiver 
or Notice to Withhold, the payor may make a payment to the payee of the 
amount of overwithholding, if any. 

NOTE: Authority cited: Section 26422. Revenue and Taxation Code. Reference: 
Section 18662, Revenue and Taxafion Code. 

History 

1. New section filed 12-13-60; effective thirtieth day thereafter (Register 60, 
No. 25). 

2. Repealer and new section filed 2-22-74; effective thirtieth day thereafter (Reg- 
ister 74, No. 8). 

3. Renumbering and amendment of Section 18662-26 134(b) to Section 18662-2 
filed 1 1-29-82; effective thirtieth day thereafter (Register 82, No. 49). 

4. Amendment filed 2-19-86; effective thirtieth day thereafter (Register 86, No. 
8). 

5. Change without regulatory effect renumbering and amending former section 
26131-2 to section 18662-12 filed 1 1-23-98 pursuant to section 100, title 1, 
California Code of Regulations (Register 98, No. 48). 

§ 1 8662-1 3. Corporations Subject to Withholding. 

Withholding is required on income described in Reg. 18662-12 paid 
to corporations which do not have a permanent place of business in this 
State. For the purpose of the regulations contained in this article the term 
"corporation" is not limited to incorporated bodies, nor does it include 
all incorporated bodies. Banks and banking associations are excluded 
from the meaning of the term, and associations, Massachusetts trusts and 
business trusts are included in its meaning if the associations or trusts 
have represented or indicated to the person, firm, corporation, etc., mak- 
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ing payments of amounts described in Reg. 18662-12 that they are cor- 
porations. 

A corporation has a permanent place of business in this State if it is or- 
ganized and existing under the laws of this State or if a foreign corpora- 
tion if it has qualified to transact intrastate business. A corporation which 
has not qualified to transact intrastate business, for example, a corpora- 
tion engaged exclusively in interstate commerce, will be considered as 
having a permanent place of business in this State only if it maintains a 
permanent office in this State which is permanently staffed by its em- 
ployees. 

A corporation that has a permanent place of business in this State may 
be required to withhold tax from the items of income specified in Reg. 
18662-12 by notice from the Franchise Tax Board or a duly authorized 
representative. 

Upon request the Franchise Tax Board will advise any person, firm, 

corporation, etc., making payments of amounts which may be subject to 

withholding whether or not the recipient of the income has a permanent 

place of business in this State. Such request should contain the exact 

name of the recipient of the income and be addressed to the Franchise Tax 

Board, Operations Division, Sacramento, California 95857. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 18662, Revenue and Taxation Code. 

H [STORY 

1. New section filed 12-13-60;effective thirtieth day thereafter (Register 60, No. 

25). 

2. Repealer and new section filed 2-22-74; effective thirtieth day thereafter (Reg- 
ister 74, No. 8). 

3. Renumbering and amendment of Section 18662-26 134(c) to Section 18662-3 
filed 1 1-29-82; effective thirtieth day thereafter (Register 82, No. 49). 

4. Change without regulatory effect renumbering and amending former section 
26131-3 to section 18662-13 filed 11-23-98 pursuant to secfion 100, title 1, 
California Code of Regulations (Register 98, No. 48). 



§ 18662-14. Interpleader Action by Withholding Agent. 

The withholding agent is not liable to the taxpayer for any amount re- 
quired to be withheld. In the case of a bona fide dispute between the state 
and federal governments as to the priority of tax liens, the withholding 
agent may file an action in interpleader and pay the money into court in- 
stead of transmitting the amount withheld to the Franchise Tax Board at 
the time provided for by Reg. 18662-8. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 18662, Revenue and Taxation Code. 

History 

1. New section filed 1 2-1 3-60; effecfive thirtieth day thereafter (Register 60, No. 

25). 

2. Renumbering and amendment of Section 1 8662-26134(d) to Section 18662-4 
filed 11-29-82; effective thirtieth day thereafter (Register 82, No. 49). 

3. Change without regulatory effect renumbering and amending former section 
26131-4 to section 18662-14 filed 11-23-98 pursuant to secfion 100, utle 1, 
California Code of Regulations (Register 98, No. 48). 



§ 1 8663. Withholding Tables. 

Given the limited and particular interest of the subject matter, the with- 
holding tables are not printed in the California Code of Regulations and 
may be obtained by contacting the nearest office of the Employment De- 
velopment Department. 

NOTE: Authority cited: Section 19053, Revenue and Taxation Code. Reference 
cited: Section 18663, Revenue and Taxation Code. 

History 

1 . Change without regulatory effect amending and renumbering former section 
18806 to new section 18663 filed 8-4-97 pursuant to section 100, title I, Cali- 
fornia Code of Regulations (Register 97, No. 32). 

2. Change without regulatory effect relocating section 18663 from chapter 2.5, 
subchapter 19 to chapter 2.6, subchapter 2 filed 11-23-98 pursuant to section 
100, ntle 1, California Code of Regulafions (Register 98, No. 48). 



Subchapter 3. Voluntary Contributions 
[Reserved.] 

History 
1. Change without regulatory effect adding new subchapter 3 (reserved) filed 
1 1 -23-98 pursuant to secfion 1 00, title 1 , California Code of Regulations ( Reg- 
ister 98, No. 48). 



Subchapter 4. Payments and Assessments 



Article 1. 



Payment of Tax by All Persons 
[Reserved.] 



History 
1. Change without regulatory effect adding new subchapter 4 (articles 1 through 
7) and article I (reserved) filed 11-23-98 pursuant to section 100, title 1, Cali- 
fornia Code of Regulafions (Register 98, No. 48). 



Article 2. Banks and Corporations 

§ 1 9021 . Payments of Tax — Banks and Financial 

Corporations — Income Years Ending on or 
After December 31, 1964. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Sections 19021 and 19101, Revenue and Taxafion Code. 

History 

1 . Renumbering and amendment of Section 25.553-25553.5 to Section 25553 filed 
1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

2. Change without regulatory effect adding subsection (a) and (b) designators, 
amending newly designated subsections (a) and (b), adding subsection (c), and 
amending Note filed 9-29-97 pursuant to section 1 00, title 1 , California Code 
of Regulafions (Register 97, No. 40). 

3. Change without regulatory effect adding new article 2 (sections 19021 through 
19027) and renumbering former section 25553 to section 19021 filed 1 1-23-98 
pursuant to secfion 100, fifie 1 , California Code of Regulafions (Register 98, No. 
48). 

4. Change without regulatory effect repealing section filed 7-5-2000 pursuant to 
secfion 100, title 1, California Code of Regulations (Register 2000, No. 27). 

§ 19024. Definition of Estimated Tax — Banks and Financial 
Corporations. 

History 

1. Change without regulatory effect renumbering and amending former secfion 
25562 to section 19024 filed 1 1-23-98 pursuant to secfion 100, title 1, Califor- 
nia Code of Regulations (Register 98, No. 48). 

2. Change without regulatory effect repealing secfion filed 7-5-2000 pursuant to 
secfion 100, title 1, Cafifomia Code of Regulations (Register 2000, No. 27). 

§ 1 9027. Short Income Years. 

Every taxpayer, including banks and financial corporations, required 
by Section 19025(b) of the Revenue and Taxafion Code to make pay- 
ments of estimated tax for initial accounting periods of less than twelve 
months shall apportion its estimated tax over the number of installments 
due within its first income year, as follows: 

Percentage 
of Estimated 
Due Date of Tux to be 

Calendar Year Taxpayer Number of Installments Paid Each 

If the Income Year Begins: Installments 15th Day of: Installment 

Jan. 1 through Jan. 16 4 Apr.-June-Sept.-Dec. 25% 

Jan. 17 through Mar. 16 3 June-Sept.-Dec. 33 l/37r 

Mar. 17 through June 15 2 Sept.-Dec. 50% 

June 16 through Sept. 15 1 Dec. 1007o 

Sept. 16 through Dec. 31 None 

The same rules shall apply to fiscal year taxpayers with initial account- 
ing periods of less than twelve months except that the dates reflected on 
the above schedule shall be adjusted accordingly. 
NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Secfion 19027, Revenue and Taxation Code. 

History 
1. Change without regulatory effect renumbering former section 25564 to new 

section 19027, including amendment of section and new Noth, filed 5-30-97 
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pursuant to section 100, title 1 , California Code of Regulations (Register 97, No. 

22). 

2. Change without regulatory effect relocating section 19027 from chapter 2.5, 
subchapter 19 to chapter 2.6, subchapter 4 filed 1 1-23-98 pursuant to section 
100, title 1 , California Code of Regulations (Register 98, No. 48). 



Article 3. Deficiency Assessments 



§19032. Audit Procedures. 

(a) General. 

(1) The purpose of the audit is to efficiently deiermine the correct 
amount of tax based on an analysis of relevant tax statutes and regulations 
and case law as applied to the facts of the audit. 

(2) In general, the audit of a tax return must be completed in sufficient 
time to permit the issuance of a notice of proposed deficiency assessment 
or proposed overpayment within the applicable statute of hmitations. 
Consequently, audits must be completed within four years after the date 
the original tax return was filed unless a longer period for issuance of a 
notice of proposed assessment is provided for under the Revenue and 
Taxation Code, or the taxpayer consents to extend the period of assess- 
ment under Revenue and Taxation Code sections 19065, 19067, or 
1 9308. To facilitate the timely and efficient completion of an audit within 
the above-referenced statutory timeframes, the taxpayer should have the 
expectation that the audit of the tax return would be conducted in a man- 
ner so that resolution of the audit will be achieved within a two-year peri- 
od commencing with the date of "initial audit contact" as subsequently 
defined. This two-year guideline will not apply in the following circum- 
stances: 

(A) False or fraudulent tax returns. False or fraudulent tax returns are 
those filed where an activity or conduct as described under Revenue and 
Taxation Code section 19701 or 19705 has occurred. 

(B) Audits that are delayed as a result of the taxpayer's bankruptcy 
proceedings. 

(C) Audits in which a demand for information letter citing the failure 
to furnish information penalty, Revenue and Taxation Code section 
19133 has been sent to the taxpayer or the taxpayer's representative. 

(D) Audits involving proceedings concerning the enforcement or va- 
lidity of a subpoena or subpoena duces tecum. 

(E) There is a request for consideration of Revenue and Taxation Code 
section 25137 petition, but only in relation to the effect of the petition re- 
quest. The issuance of notices may be delayed pending the outcome of 
the petition request. 

(3) Taxpayer's Duty to Respond. A taxpayer, or the taxpayer's repre- 
sentative has the duty to make a timely response to requests for informa- 
tion or documents by the Franchise Tax Board that are relevant and rea- 
sonable or provide an explanation as to why additional time is necessary 
to respond or state why the request is not relevant or reasonable. 

The auditor and the taxpayer or the taxpayer's representative should 
work together to make information requests relevant and reasonable in- 
cluding the use of alternative sources of information in order to substanti- 
ate the facts and circumstances of the issue under audit. For example, the 
auditor and the taxpayer or the taxpayer's representative may agree to a 
procedure in which the auditor would draft an information request, dis- 
cuss the information request with the taxpayer or the taxpayer's represen- 
tative, and the auditor would take into account such comments before is- 
suing the formal information request. 

(4) Duty of Franchise Tax Board Staff. Franchise Tax Board staff has 
the duty to: 

(A) apply and administer the law in a reasonable, practical manner 
consistent with applicable federal and California law and the Statement 
of Principles of Tax Administration, which is incorporated by reference. 
(See Statement of Principles of Tax Administration, at 
<http://www.ftb.ca.gov/other/Mis&Prin.html> [March 21, 2003]), 

(B) take into account the materiality of an issue being audited as de- 
fined in subsection (a)(7) of this regulation, 



(C) make relevant and reasonable information requests for the issues 
under examination as provided for in Revenue and Taxation Code sec- 
tion 19504: 

1 . The auditor shall explain the relevance or reasonableness of the re- 
quest when asked to do so, 

2. Requests for information are relevant if the requested information 
is gerinane to or applicable to the audit issue, and 

3. The auditor and the taxpayer or the taxpayer's representative should 
work together to make information requests relevant and reasonable in- 
cluding the use of alternative sources of information in order to substanti- 
ate the facts and circumstances of the issue under audit. 

(D) timely analyze information received or responses submitted and 
to request additional relevant information or inform the taxpayer of the 
potential audit determination. 

(E) apply the relevant statutes and regulations in a consistent manner 
regardless of whether the determination of the correct amount of tax re- 
sults in a proposed assessment or proposed overpayment. 

(5) Duty to Maintain Records. Generally, it is the taxpayer who will 
be in possession or control of the necessary information, documents, 
books and records and who will have the knowledge regarding the cir- 
cumstances of the relevant activities such that a determination of the cor- 
rect tax can be made. The inability, or failure, of a taxpayer to supply re- 
quested relevant information in support of the tax return as filed may 
result in a Notice of Proposed Assessment being issued. A taxpayer has 
a duty to maintain relevant records and documents pursuant to normal ac- 
counting or regulatory rules and the rules set forth in the Revenue and 
Taxation Code or the Internal Revenue Code as applicable for California 
purposes. The Franchise Tax Board recognizes that taxpayers are some- 
times not able to respond to each and every request for data. The auditor 
should work with the taxpayer to resolve difficult information requests 
or any other problems in generating information document request re- 
sponses. 

(6) Application of Time Limits. The guidelines of this regulation are 
intended to provide for an orderly process that leads to a quick conclusion 
to the audit and are not to be used to foreclose or limit a taxpayer's right 
to provide information in support of the tax return as filed or amended. 

(A) The Franchise Tax Board recognizes that some Information Docu- 
ment Requests, Audit Issue Presentation Sheets or Position Letters can 
be responded to in less than 30 days while other responses will require 
time in excess of 30 days. (See subsection (b)(5) of this regulation for def- 
initions of referenced documents.) The auditor has discretion to take into 
account the taxpayer's facts and circumstances in establishing the origi- 
nal response time or to allow extensions of time to respond. 

(B) The auditor shall take into account responses to Information Docu- 
ment Requests and Audit Issue Presentation Sheets received after the es- 
tablished date for a response, provided the audit of the taxable year has 
not been closed. 

(C) The guidelines identified in this regulation do not supersede or 
have any bearing on the statute of limitations for issuing deficiencies or 
refunds as provided by the Revenue & Taxation Code. Failure to adhere 
to the guidelines of the regulation will have no effect on the validity of 
a notice of proposed assessment, offset, notice of proposed overpayment, 
or no change letter issued within the applicable statute of limitations peri- 
od, or on any rights of the taxpayer. 

(7) Materiality. Audit issues are based on the materiality of the poten- 
tial adjustment and balanced with the statutory requirement to deiermine 
the correct amount of tax. If potential for an audit adjustment is likely, 
the issue should be pursued if the materiality of the potential adjustment 
warrants the audit resources necessary to audit the issue. Auditors will 
use judgment as to what constitutes materiality for purposes of this sub- 
section as materiality is a facts and circumstances test. The auditor will 
discuss materiality at any time during the audit if so requested. 

(8) This regulation shall be applicable for initial audit contacts made 
on or after the effective date of this regulation within the meaning of Gov- 
ernment Code Section 1 1343.4. 

(b) Audits. 
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( 1 ) Type of Audit. The Franchise Tax Board staff will determine if the 
audit will be a field audit or a desk audit based on (he complexity of the 
tax return and which type of audit will be more conducive to effective and 
efficient tax administration. The taxpayer may offer input on the deter- 
mination of the type of audit for the Franchise Tax Board staff to consid- 
er. 

(2) Field Audits. 

(A) Definition of "Field Audit". A "field audit" is an audit that takes 
place at the taxpayer' s residence, place of business or some other location 
that is not an office of the Franchise Tax Board. For field audits, "initial 
audit contact" as used in subsection (a)(2) of this regulation is defined as 
the date of the first meeting between the taxpayer and/or the taxpayer's 
representative and a member of the Franchise Tax Board audit staff. Gen- 
erally, the Franchise Tax Board staff should first contact the taxpayer 
within two years of the date on which the tax return is filed. 

(B) Location of Field Audit. A field audit will generally take place at 
the location where the taxpayer's original books, records, and source 
documents pertinent to the audit are maintained. In the case of a sole pro- 
prietorship or business entity, this will usually be the taxpayer's principal 
place of business. Field audits can be moved to a Franchise Tax Board 
office, or the taxpayer's representative's office, if the taxpayer (or the 
taxpayer's representative) does not have the appropriate work area avail- 
able or the taxpayer or the taxpayer's representative does not have time 
available for the audit to be conducted at their location, or as circum- 
stances of the taxpayer warrant. 

(C) Site Visitations. Regardless of where the audit takes place, the 
Franchise Tax Board staff may visit the taxpayer's place of business or 
residence to establish facts that can only be established by direct visit, 
such as inventory or asset verification. The Franchise Tax Board staff 
generally will visit for these purposes on a normal workday of the Fran- 
chise Tax Board during the Franchise Tax Board's normal duty hours. 

(D) Requests by Taxpayers to Change Place of Audit. The Franchise 
Tax Board staff will consider, on a case-by-case basis, written requests 
by taxpayers or their representatives to change the place that the Fran- 
chise Tax Board has set for an audit. Reasonable requests to move an au- 
dit to another of the taxpayer's offices or to the taxpayer' s-representa- 
tive's office will be granted unless doing so would impose an 
unreasonable burden to the Franchise Tax Board staff or significantly in- 
terrupt the audit schedule. 

If the taxpayer requests that the audit be conducted at a Franchise Tax 
Board office, or the taxpayer' s-representative's office, it is the taxpay- 
er's responsibility to deliver all books and records necessary for the audit. 

(3) Definition of "Desk Audit". A "desk audit" is an audit conducted 
primarily through mailed correspondence. For desk audits, "initial audit 
contact" as used in subsection (a)(2) of this regulation is defined as the 
date of the first letter to the taxpayer regarding the audit. Generally, the 
Franchise Tax Board staff should first contact the taxpayer within two 
years of the date on which the tax return is filed. 

(4) Time of the Audit. It is reasonable for the Franchise Tax Board to 
schedule the day or days of the audit during a normally scheduled work- 
day or workdays of the Franchise Tax Board, during the Franchise Tax 
Board's normal business hours. It is reasonable for the Franchise Tax 
Board to schedule audits throughout the year, without regard to seasonal 
fluctuations in the businesses of particular taxpayers or their representa- 
tives. However, the Franchise Tax Board will work with taxpayers or 
their representatives to try to minimize any adverse effects in scheduling 
the date and time of the audit. 

(3) The following audit procedures may be used either in field or desk 
audits depending on the nature of the audit. 

(A) Opening Conferences. Items to be discussed during the opening 
conference include, but are not limited to, estimated timeframes to com- 
plete the audit, the scheduling of future audit appointments, discussion 
of the scope of the audit, the taxpayer's record retention policy, status of 
federal audits, amended returns, any corrections to information reported 
on the return that the taxpayer has identified and wants the auditor to take 
into account, information document requests, and photocopying. 



At the opening conference, or via mail if no opening conference is 
held, the auditor shall provide a written document stating the name and 
phone number of the audit supervisor and manager, and any designated 
issue specialists assigned to the audit. 

(B) Audit Plan. A written audit plan may be drafted as appropriate, or 
if requested by the taxpayer, documenting key dates related to conduct- 
ing the examination, identifying key points of the examination, or identi- 
fying other items discussed during the opening conference. The audit 
plan should be signed by the auditor and either the taxpayer or the taxpay- 
er's representative. The audit plan is considered a guideline for conduct- 
ing the examination and can be amended throughout the audit process as 
circumstances warrant. 

(C) Information Document Request (IDR). Tlie Franchise Tax Board 
may provide a taxpayer an Information Document Request (IDR) re- 
questing single or multiple documents. As a general rule, response times 
shall be determined on an IDR-by-IDR basis with a maximum response 
time of 30 days from the date the IDR was hand-delivered to the taxpay- 
er, or the taxpayer's representative by the auditor or the date mailed by 
the auditor or as otherwise provided for in subsection (a)(6)(A) of this 
regulation. 

1. As a general rule, where a reply by the auditor is appropriate or the 
auditor needs additional information, the auditor will notify the taxpayer 
or the taxpayer's representative within 30 days of the auditor's receiving 
the response to the IDR. Notification is achieved by issuance of addition- 
al IDRs, an Audit Issue Presentation Sheet or Position Letter, or by a re- 
sponse indicating additional time is necessary to respond and providing 
a date for future contact. 

2. Failure to provide a timely and complete response to a request from 
the Franchise Tax Board for additional information might result in the au- 
dit being determined by resolving questions of fact to which the requests 
relate against the taxpayer in addition to assessment of penaUies as pro- 
vided by Revenue and Taxation Code section 1 9 1 33 for failure to furnish 
information upon demand. Before issuing a formal notice and demand to 
furnish information, the auditor will exercise discretion in a reasonable 
manner that is appropriate under the relevant circumstances related to 
that particular audit. In addition, subpoenas may be issued as authorized 
by Revenue and Taxation Code secfion 1 9504 to obtain relevant informa- 
tion. 

3. A formal notice and demand to furnish information may be issued 
upon the taxpayer's failure to comply with an initial request and second 
request for any item of information. 

4. Before proposing any penalties in connecfion with any notices and 
demands issued, the auditor will exercise discretion in a reasonable man- 
ner that is appropriate under the circumstances related to that particular 
audit. 

(D) Photocopying. The Franchise Tax Board has the authority pur- 
suant to the provisions of Revenue and Taxation Code section 19504, to 
require either the submission of relevant photocopied documents, or that 
relevant information be made available for photocopying, scanning or 
other electronic reproduction at a specified time and place for the pur- 
poses of administering and verifying compliance with the tax laws. Pho- 
tocopying is a benefit to both the Franchise Tax Board and the taxpayer 
as the photocopy provides objective evidence supporfing a tax position 
and allows for expediting the audit. 

(E) Audit Conference. Conferences should be held throughout the au- 
dit to review the status of IDRs or to discuss proposed adjustments and 
to ensure that the audit is on track to finish within the estimated comple- 
tion time discussed during the opening conference. 

(F) Audit Issue Presentation Sheet (AIPS). An Audit Issue Presenta- 
tion Sheet (AIPS) may be used during the course of the audit as soon as 
the issue is completed to inform the taxpayer of proposed audit adjust- 
ments. If an AIPS is not provided, the taxpayer or the taxpayer's repre- 
sentative may request one. AIPS provide the facts, law, analysis and the 
auditor's tentative conclusion concerning a specific issue. The taxpayer 
will be asked to provide a response confirming or denying the correctness 
of the factual description of the issue and will be provided an opportunity 
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to provide additional facts and documents or other authority to rebut the 
auditor's conclusion within a period not to exceed 30 days from the date 
the AIPS was hand delivered to the taxpayer, or the taxpayer's represen- 
tative by the auditor or the date mailed by the auditor or as otherwise pro- 
vided for in subsection (a)(6)(A) of this regulation. 

(G) Closing Conference. Items discussed during the closing confer- 
ence will generally include an explanation of the audit adjustments, the 
audit schedules, the review process and protest rights. 

(H) Position Letter. At the close of an audit, the auditor may provide, 
or the taxpayer or the taxpayer's representative may request a position 
letter. The position letter will explain the facts relied on, relevant law, 
analysis and conclusions on all audit adjusted issues, or may refer to pre- 
vious AIPS. 

1 . Audit schedules, if apphcable will be provided with the position let- 
ter. 

2. The taxpayer or the taxpayer's representative will be provided an 
opportunity to respond to the position letter within a period not to exceed 
30 days from the date the position letter was hand delivered to the taxpay- 
er, or the taxpayer's representative by the auditor or the date mailed by 
the auditor or as otherwise provided for in subsection (a)(6)(A) of this 
regulation. 

3. If the taxpayer or the taxpayer's representative responds to the posi- 
tion letter with additional facts or authorities for the auditor to consider, 
the auditor will issue a revised position letter to take into account the 
additional facts or authorities. 

(c) The audit results may also be subject to additional review by Fran- 
chise Tax Board staff to ensure that the audit recommendations are con- 
sistent with Franchise Tax Board policies, practices, and procedures. Ad- 
justments to the audit recommendation made by review staff will be 
communicated to the taxpayer or the taxpayer's representative by the au- 
ditor or reviewer. Franchise Tax Board staff will complete its review and 
notices will be issued within 90 days after the close of the audit. 

(d) "Automated Audits" generally involve a routine application of 
well established law or address discrepancies in income or deductions as 
identified through matching state tax return information to federal tax re- 
turn information and other income or expense information returns, in- 
cluding, but not limited to, wage payments shown on Form W-2, or inter- 
est payments shown on Form 1099. Automated audits may include a 
request for additional information from the taxpayer, such as a completed 
head of household audit letter, or may be completed without any addi- 
tional information being requested from the taxpayer. In these cases, tax- 
payers will receive a Notice of Proposed Assessment proposing to assess 
additional tax and explaining the reasons for the proposed assessment. 
Usually, these audits are not assigned to a specific auditor, but may be 
assigned to other technical staff members. 

(e) Amended returns received after commencement of an audit. If one 
or more amended returns are filed after an audit of the original tax return 
has commenced, the audit of the amended return is distinct from the audit 
of the original tax return for purposes of the guidelines provided for in 
subsection (a)(2) of this regulation. The Franchise Tax Board will use the 
information developed during the audit of the original return to the extent 
possible to avoid duplicating prior audit activity. 

(f) Federal Audit Adjustments. 

(1) The California Revenue and Taxation Code and Internal Revenue 
Code contain reciprocal provisions permitting an exchange of informa- 
tion. Under these provisions, the Franchise Tax Board may receive a 
copy of a final federal determination from the Internal Revenue Service. 
If notification of the final federal determination is received during the au- 
dit of the original tax return, adjustments proposed as a result of the feder- 
al audit may be incorporated into an ongoing audit. If the audit of the orig- 
inal tax return has been completed, separate notices will be issued 
reflecting the federal adjustments. 

(2) The guidelines described in subsection (a)(2) of this regulation do 
not supersede or have any bearing on the statute of limitaUons as pro- 



vided by the Revenue and Taxation Code to issue assessments or refunds 
based on final federal determination. 

NOTE; Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 19032, Revenue and Taxation Code. 

History 
] . New section filed 3-25-2003; operative 4-24-2003 (Register 2003, No. 13). 

§ 19059. Period of Limitation for Proposing Deficiency 
After Federal Changes. 

(a) Section 18622, of the Revenue and Taxation Code, requires that a 
taxpayer report certain specified federal changes. 

Such notification shall be made by mailing to the Franchise Tax Board, 
Audit Section, P.O. Box 1673, Sacramento, CA 95812-1673, Attn: 
RARA'OL, the original or a copy of the final determination or renegoti- 
ation agreement as well as any other data upon which such final determi- 
nafion or renegotiafion agreement is claimed. If requested to do so the 
Franchise Tax Board will make a copy of any final determination or rene- 
gotiation agreement furnished to it, and return the taxpayer's copy to him. 
The nofification must be given by the taxpayer regardless of whether he 
believes any modification of his lax liability will be required. However, 
a nonresident taxpayer shall give such notificafion, and shall file an 
amended return as required by subsection (b) of this regulation, only if 
the change, results of renegotiation or amended return relate to income 
taxable to a nonresident under Chapter 1 1 of the Personal Income Tax 
Law. 

(b) A taxpayer who files an amended return with the United States 
Treasury Department shall also file, within 90 days thereafter, a similarly 
amended return with the Franchise Tax Board and shall pay the addition- 
al tax, if any, shown to be due thereon. 

(c) Within six months after receipt of any such notification of filing of 
an amended return, or at any Ume within four years if such notificafion 
is not given or amended return is not filed, the Franchise Tax Board will 
recompute the amount of tax and if it appears from such recomputation 
that an addifional tax is due will issue an assessment, notwithstanding the 
limitaUons of time within which an assessment may otherwise be made. 

(d) The Franchise Tax Board is not required to accept as correct any 
modification in taxable income as herein above set forth but may conduct 
an independent invesfigation in regard thereto. 

(e) A final determination is an irrevocable determinafion or adjust- 
ment of a taxpayer's federal tax liability from which there exists no fur- 
ther right of appeal either administrafive or judicial. For example: 

( 1 ) a closing agreement made under Section 7 1 2 1 of the Internal Reve- 
nue Code of 1 986 finally and irrevocably adjusfing and settling a taxpay- 
er' s tax liability. 

(2) The 90-day deficiency notice pursuant to Secfion 6213(a) of the 
Internal Revenue Code of 1986 is a final determinafion, unless a timely 
petition to redetermine the deficiency is filed in the Tax Court of the 
United States, in which event the judgment of the court of last resort af- 
firming the deficiency, or the redeterminafion of the deficiency pursuant 
to a judgment of the court of last resort is the final determination. But the 
determination does not become final unfil the time for petifioning for a 
rehearing or appealing to a higher court has expired. 

(3) The assessment of a deficiency pursuant to a waiver filed under 
Secfion 6213(d) of the Internal Revenue Code of 1986 where no 90-day 
deficiency notice is issued. 

NOTE: Authority cited: Section 19253, Revenue and Taxation Code. Reference: 
Section 18586.3, Revenue and Taxation Code. 

History 

1. Renumbering and amendment of Section 1858]-18601(c) to Section 18586.3 
filed 8-19-82; effective thirtieth day thereafter (Register 82, No. 34). 

2. Change without regulatory effect of subsections (a) and (e) pursuant to Section 
100, Title 1 , California Code of Regulations filed 12-8-89 (Register 90, No. 3). 

3. Change without regulatory effect adding new article 3 (section 19059) and re- 
numbering and amending former section 18586.3 to section 19059 filed 
1 1 -23-98 pursuant to section 1 00, title 1 , California Code of Regulations (Reg- 
ister 98, No. 48). 
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Article 4. Assessments Against Persons 
Secondarily Liable [Reserved.] 

History 
1. Change without regulatory effect adding new article 4 (reserved) filed 
1 1-23-98 pursuant to section 100, title 1, California Code of Regulations (Reg- 
ister 98, No. 48). 



Article 5. 



Jeopardy Assessments 
[Reserved.] 



History 
1. Change without regulatory effect adding new article 5 (reserved) filed 
11 -23-98 pursuant to section 100, title l,Califoniia Code of Regulations (Reg- 
ister 98, No. 48). 



Article 6. Interest [Reserved.] 

History 
1. Change without regulatory effect adding new article 6 (reserved) filed 
1 1 -23-98 pursuant to section 100, title 1 , California Code of Regulations (Reg- 
ister 98, No. 48). 



Article 7. Penalties and Additions to Tax 

§ 19133. Penalty for Failure to File Return Upon Notice and 
Demand. 

(a) In general. Revenue and Taxation Code section 19133 provides 
that if any taxpayer fails or refuses to file a return upon notice and demand 
by the Franchise Tax Board (FTB), unless the failure is due to reasonable 
cause and not willful neglect, the FTB may add a penalty of 25 percent 
of the amount of tax assessed pursuant to Revenue and Taxation Code 
section 19087 or of any deficiency tax assessed by the FTB concerning 
the assessment for which the return was required. 

(b) Imposition of Penalty. For individuals subject to tax under Part 10 
(Personal Income Tax Law), the notice and demand penalty under Reve- 
nue and Taxation Code section 19133 will only be imposed by the FTB 
if: 

(1) the taxpayer fails to timely respond to a current Demand for Tax 
Return in the manner prescribed, and 

(2) the FTB has proposed an assessment of tax under the authority of 
Revenue and Taxation Code section 1 9087, subdivision (a), after the tax- 
payer failed to timely respond to a Request for Tax Return or a Demand 
for Tax Return in the manner prescribed, at any time during the four-tax- 
able-year period preceding the taxable year for which the current De- 
mand for Tax Return is issued. 

(c) Definitions. For purposes of this regulation, the following defini- 
tions shall apply: 

( 1 ) Demand for Tax Return. A "Demand for Tax Return" means a writ- 
ten notice and demand for a return from the FTB, which advises the tax- 
payer that failure to respond in the manner provided and within the time 
prescribed will make the taxpayer liable for a penalty under Revenue and 
Taxation Code section 191 33 for failure to file upon notice and demand. 

(2) Request for Tax Return. A "Request for Tax Return" means a writ- 
ten notice and request for a return from the FTB, which does not advise 
the taxpayer that failure to respond in the manner provided and within the 
time prescribed and will make the taxpayer liable for a penalty under 
Revenue and Taxation Code section 19133 for failure to file upon notice 
and demand. 

(3) Timely Response. A "timely response" shall mean a response with- 
in the time period specified in the Demand for Tax Return or Request for 
Tax Return. 



(d) Examples. The following examples are intended to illustrate the 
provisions of this regulation: 

Exainple 1 . Assume Taxpayer X has not filed a California personal in- 
come tax return for the 1999 taxable year. This is the first fime that X has 
not filed a timely California personal income tax return. As a result of X's 
non-filing, the FTB mails a Request for Tax Return to X on January 1 5, 
2001 . When X does not timely respond to the Request for Tax Return, the 
FTB issues a Nofice of Proposed Assessment (NPA) on March 20. 2001, 
assessing tax, a late filing penalty, and interest, but the NPA does not in- 
clude a notice and demand penalty under [•Revenue and Taxation Code 
section 19133. 

Example 2. Assume the same facts as in Example 1 , and X does not 
file a California personal income tax return for the 2001 taxable year. Be- 
cause X received an NPA for not filing a return within the previous four 
years, the FTB issues a Demand for Tax Return for the 2001 taxable year. 
If X fails to timely respond to the Demand for Tax Return, the FTB will 
issue an NPA that includes tax, a late filing penalty, interest, and a notice 
and demand penalty under Revenue and Taxafion Code section 19133. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 19133, Revenue and Taxation Code. 

History 
1 . New section filed 1 1-23-2004; operative 12-23-2004 (Register 2004, No. 48). 

§ 19141.6. Duty to Maintain and Make Available Records. 

(a) General. 

(1) Duty to maintain and make available records; examination and 
copying. Each taxpayer which determines its income subject to tax pur- 
suant to secfions 25101 or 251 10 of the Revenue and Taxation Code for 
income years beginning on or after January 1, 1994. is required to main- 
tain and make available, upon request, records regarding the determina- 
tion of the components of any unitary business of which it might be a part, 
the apportionment factors of such business, the classification of an item 
of income or loss as business or nonbusiness, and the attribution of in- 
come to either foreign jurisdicdons of the United States for the taxpayer 
and related parties under section 882, or Subpart F, or other similar sec- 
tions of the Internal Revenue Code. Records which are made available 
are subject to examination and copying pursuant to section 1 9504 of the 
Revenue and Taxation Code. 

(2) Penalty for failure to maintain records. Failure to maintain such re- 
cords shall subject the taxpayer to a monetary penalty of ten thousand 
dollars ($10,000) for each income year for which the failure occurs un- 
less reasonable cause existed for the failure. If the failure continues for 
a period of more than 90 days after notice of the failure has been mailed, 
an addiUonal penalty of ten thousand dollars $10,000) shall accrue for 
each month for each income year in which the failure continues or until 
the taxpayer demonstrates compliance with the record maintenance re- 
quirements for the income year in which the examination occurs and sub- 
sequent years to the safisfaction of the Franchise Tax Board. (See subsec- 
tion (j) (4) (B), infra.) For income years beginning on or after January 1, 
1994 and prior to December 31, 1995. such additional penalty shall not 
exceed fifty thousand dollars ($50,000) per income year if the failure is 
not willful. 

(3) Additional powers of the Franchise Tax Board if a taxpayer does 
not make records available or is not authorized to act as the limited agent 
of its related parties. In addition to the monetary penalty described 
above, if a taxpayer fails to comply with a subpoena or subpoena duces 
tecum for the records which the taxpayer is required to maintain pursuant 
to secuon 19141.6 of the Revenue and Taxafion Code, or if a taxpayer is 
not authorized to act as the limited agent of its related parties solely for 
purposes of applying secfion 19504 of the Revenue and Taxation Code, 
the Franchise Tax Board, in its sole discretion, and based upon its own 
knowledge or from other information which it obtains, may determine 
the components of the unitary business or businesses of which the tax- 
payer is a part, the apportionment factors of such business or businesses. 
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the classification of any item of income or loss received by a component 
of such business or businesses as business or nonbusiness, and the correct 
amount of income attributable to the United States or foreign jurisdic- 
tions under section 882. Subpart F, or other similar sections of the Inter- 
nal Revenue Code. The powers of the Franchise Tax Board under this au- 
thority do not allow it to disregard a properly made election to file under 
section 251 10 of the Revenue and Taxation Code. (See subsection (1)(2) 
infra.) 

(b) Definitions. For purposes of section 19141.6 of the Revenue and 
Taxation Code and this regulation — 

(1) "Business income" is defined by subdivision (a) of section 25120 
of the Revenue and Taxation Code and the regulations adopted pursuant 
thereto. Business income is subject to apportionment by formula 
amongst California and the other jurisdictions where the taxpayer has a 
taxable presence. 

(2) A "combined report" means the calculations by which a unitary 
business apportions income on a geographic basis. In a combined report, 
the aggregate business income from all activities required to be included 
in the combined report computation (determined pursuant to either sec- 
tion 25101 or 25 110 of the Revenue and Taxation Code) is apportioned 
to this state using the apportionment formula described in sections 25 1 28 
through 25137 of the Revenue and Taxation Code. 

(3) A "combined report group" means all corporations or other entities 
whose income and apportionment factors are required to be considered 
pursuant to Chapter 17 of the Bank and Corporation Tax Law, deter- 
mined pursuant to either section 25101 or section 251 10 of the Revenue 
and Taxation Code, as the case may be, in computing the income of the 
particular taxpayer for the current year which is derived from or attribut- 
able to sources within this state. 

(4) "Excluded entity" means a related party which is not included, for 
whatever reason, in the combined report used to determine the taxpayer' s 
liability imposed by Part 10.2 and Part 1 1 of the Revenue and Taxation 
Code. 

(5) "Foreign Related Party" means a corporation that is not created or 
organized under the laws of a state of the United States or the United 
States and which is a related party as defined in subsection (b)(9). 

(6) "Maintained," except as otherwise provided in subsections (e) (1) 
(B) 1 . , (e) ( 1 ) (B) 2. and (m), means retained and preserved either in origi- 
nal form, on microfilm or microfiche, or in electronic media. "Main- 
tained," except as provided above, does not mean to create or establish 
records. 

(7) "Nonbusiness income" is defined by subdivision (d) of section 
25120 of the Revenue and Taxation Code and the regulations adopted 
pursuant thereto. Nonbusiness income is allocated to a specific jurisdic- 
tion. 

(8) "Records" include any books, papers, or other data, on whatever 
medium recorded. A record will normally encompass all matters in- 
cluded within section 250 of the Evidence Code. 

(9) "Related Party" means corporations that are related because one 
owns or controls directly or indirectly more than 50 percent of the voting 
stock of the other or because more than 50 percent of the voting stock of 
each is owned or controlled, directly or indirectly, by the same interests. 
A corporation need not be a taxpayer as defined in section 23037 of the 
Revenue and Taxation Code, and need not be included in any combined 
report filed pursuant to secfion 25 1 01 or 25 1 1 of the Revenue and Taxa- 
tion Code, in order to be considered a related party. Corporations are con- 
sidered related for purposes of this secfion if the over-50-percent-own- 
ership or control standard is met at any time during the taxpayer" s income 
year. If any corporation described above has more than a fifty-percent 
interest in the capital or profits of a domesfic or foreign partnership or 
limited liability company (if such company is treated as a partnership for 
purposes of Part 1 1 of the Revenue and Taxation Code), such partnership 
or limited liability company shall be considered a related party for pur- 
poses of this section. A limited liability company which is not treated as 
apartnership for purposes of Part 10,Part 10.2 or Part 11 of the Revenue 



and Taxation Code shall be treated as a corporation for purposes of deter- 
mining whether it is a "related party." 

(10) "Related party group" means the taxpayer and all related parties 
as defined in subsecfion (b) (9). 

(11) A"unitary business" consists of those activities required to be in- 
cluded in a combined report pursuant to secfion 25101 of the Revenue 
and Taxation Code and the cases decided thereunder and reported in offi- 
cial published decisions of the courts of this state or the California State 
Board of Equalizafion, and in decisions of the United States Supreme 
Court constaiing the "unitary business principle." Activities constitute 
a "unitary business" if unity of ownership, unity of operation, and unity 
of use are present, or if the activifies carried on within the state contribute 
to or are dependent upon the acfivifies carried on without the state, or if 
there is a flow of value between the activities. (See Regulafion section 
25120(b) which sets forth certain indicia and standards for determining 
whether acfivifies consfitute a single trade or business and are therefore 
unitary. 

(12) Except as otherwise provided in this regulation or otherwise de- 
fined by the Revenue and Taxafion Code, the definitions contained in Ev- 
idence Code sections 1 10, 1 15, 210, 225, 255, 260 and 1271 shall apply 
in implementing this regulation. 

(c) General record maintenance requirements. 

(1) (A) Reserved. 

(B) 1. Except as provided in subsections (c)(1) (B) 3. and (c) (1) (B) 
4. of this regulation, a taxpayer that has made a proper election under sec- 
tion 25 1 1 1 of the Revenue and Taxation Code needs to maintain records 
necessary to determine the components of the unitary business or busi- 
nesses of which it is a part, the apportionment factors and the classifica- 
tion of any item of income or loss as business or nonbusiness, as de- 
scribed by paragraphs (1). (2) and (3) of subdivision (a) of section 
19141.6 of the Revenue and Taxation Code, only with respect to those 
entities and activities required to be included in the combined report un- 
der section 25 110 of the Revenue and Taxation Code. 

2. In addition to the records required by subsection (c) ( 1 ) (B) 1 ., a tax- 
payer which has made a proper election under section 25 1 1 1 of the Reve- 
nue and Taxation Code needs to maintain records sufficient to determine 
the proper attribution of income to either foreign jurisdictions or the 
United States for the taxpayer and other related parties. Records which 
a taxpayer is required to maintain for purposes of section 6038A of the 
Internal Revenue Code shall be sufficient for purposes of section 19141.6 
of the Revenue and Taxation Code to the extent they relate to equivalent 
transfer pricing issues. 

3. Except as provided in subsection (c) (1)(B) 4. of this regulafion, 
those taxpayers which have made a proper election under section 251 10 
of the Revenue and Taxation Code need to maintain for entities not re- 
quired to be included in the combined report pursuant to section 25 1 10 
of the Revenue and Taxation Code, the records required to be maintained 
for purposes of section 6038A of the Internal Revenue Code, and records 
relating to ownership and capital structure as required by subsection (e) 
(2) (E) of this regulation. 

4. Notwithstanding the provisions of subsection (c)( 1 )(B) 3., a taxpay- 
er shall be required to maintain some or all of the records detailed in sub- 
sections (e) (2) (A) through (e) (2) (H) for entities excluded pursuant to 
an election under section 251 10 of the Revenue and Taxation Code if it 
is determined by the Franchise Tax Board, in its sole discretion, that those 
records are necessary to properly determine the components of the uni- 
tary business or businesses of which it is a part, the apportionment factors 
of such business, the classification of any item of income or loss as busi- 
ness or nonbusiness income, and the proper attribution of income to for- 
eign jurisdictions or the United States under section 882, Subpart F, or 
other similar sections of the Internal Revenue Code. The taxpayer shall 
be notified of the duty to maintain, or to cause another to maintain, the 
record by letter signed by the Executive Officer, the Chief Counsel, or an 
Assistant Executive Officer of the Franchise Tax Board. The duty to 
maintain the records shall apply to the first income year of the taxpayer 
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beginning after the date of the letter of notification and shall continue un- 
til the Franchise Tax Board notifies the taxpayer that it is no longer re- 
quired to maintain these records with respect to excluded entities. A lax- 
payer that fails to maintain the records after notification shall be subject 
to the penalties provided in subdivision (c) and (d) of section 19141.6 of 
the Revenue and Taxation Code. 

5. Examples 

EXAMPLE 1 : P, a United Stales corporation doing business in Cali- 
fornia, owns 100 percent of the stock of F. a corporation incorporated in 
Foreign Country X. F is the European distribution agent for tangible per- 
sonal property manufactured in the United States by S. Pursuant to sec- 
tion 25 11 1 of the Revenue and Taxation Code, P elected to report on a 
water" s-edge basis and excluded F from its combined report. Because F 
is excluded from the combined report filed by P, records created by F that 
would be relevant to determining its apportionment factors and the cor- 
rect classification of its income or loss as business or nonbusiness will 
generally not be subject to the record maintenance requirement of this 
section. If, however, on audit it is determined that the income and appor- 
tionment factors of F are required to be included in the combined report 
filed by P (because, for example, F is determined at audit to have Subpart 
F income as defined in section 952 of the Internal Revenue Code), all re- 
cords relevant to determining the apportionment factors or the classifica- 
tion of income or loss as business or nonbusiness will be subject to the 
record maintenance requirements of this section. (See subsection (j) (2) 
for application of reasonable cause exception for avoiding penalties.) 

EXAMPLE 2: F, a foreign incorporated entity, creates Subl and 
Sub2, wholly owned United States subsidiaries, in order to purchase tan- 
gible property from unrelated parties in the United States and resell such 
property to F. The property purchased by Subl and Sub2 is either used 
in F's business or resold to other unrelated parties by F. Subl is doing 
business in Cahfomia. Sub2 is located in New York and is not a CaHfor- 
nia taxpayer. The sole function of Subl and Sub2 is to act as a buyer for 
F. There are no transactions between Subl and Sub2. Because F is not 
required to be included in the combined report pursuant to section 25 1 10 
of the Revenue and Taxation Code, the records of F and Sub2 maintained 
for purposes of section 6038A of the Internal Revenue Code and the re- 
cords required by subsection (e) (2) (E) of this regulation are subject lo 
the record maintenance requirements of this section. In addition, F and 
Sub2 may be subject lo additional record maintenance requirements as 
provided in subsection (c) (i) (B) 3. of this regulation. 

EXAMPLE 3: RC, a California taxpayer, is owned 100 percent by 
F, a foreign country corporation. RC determines its California taxable in- 
come on the basis of a worldwide combined report. RC purchases tangi- 
ble property from F for resale in the United States. Because RC files a 
worldwide combined report, any potential audit issue with respect to the 
treatment of these transactions under section 24725 of the Revenue and 
Taxation Code (section 482 of the Internal Revenue Code) is not relevant 
to determine the correct amount of any liability imposed by Part 10.2 and 
Part 1 1 of the Revenue and Taxation Code. Therefore, RC is not required 
to maintain the material profit and loss statements described in subsec- 
tion (e) (2) (B). RC and F are required to maintain all other records speci- 
fied in subsection (e) (2). 

(C) I. Under section 19141.6 of the Revenue and Taxation Code, the 
Franchise Tax Board may require any taxpayer or related party to render 
such statements, or keep such specific records as will enable the Fran- 
chise Tax Board to determine the correct liability for any of the taxes im- 
posed by Part 10.2 and Part 1 1 of the Revenue and Taxation Code. 

2. Such records must be permanent, accurate, and complete. They 
must clearly estabhsh income, deductions and credits. Additionally, in 
appropriate cases, such records must include sufficient relevant cost data 
from which a profit and loss statement may be prepared for products or 
services transferred between members of a combined report of which the 
taxpayer is a part and any excluded entity. 

3. Taxpayers which are subject to the record maintenance require- 
ments of section 6038A of the Internal Revenue Code for equivalent 



profit and loss statement data shall meet the record maintenance require- 
ments of section 1 9 1 4 1 .6 of the Revenue and Taxation Code to the extent 
such records relate to equivalent transfer pricing issues. In many circum- 
stances, such equivalent profit and loss statement data, except as might 
otherwise be provided in this regulation, will not satisfy the requirement 
that a taxpayer maintain records regarding the determination of the com- 
ponents of any unitary business of which it might be a part, the apportion- 
ment factors of such business, or the classification of an item of income 
or loss as business or nonbusiness, or the proper attribution of income to 
foreign jurisdictions or the United States under section 882, Subpart F, 
or other similar provisions of the Internal Revenue Code (other than sec- 
tion 482). 

(D) 1 . These general record maintenance requirements include records 
of the taxpayer and all members of the combined report of which the tax- 
payer is a part, as well as records of any excluded entity that may be rele- 
vant to determine the correct California tax liability imposed by Part 10.2 
and Part 1 1 of the Revenue and Taxation Code. 

2. The relevance of such records with respect to transactions with any 
excluded entity shall be determined upon the basis of all the facts and cir- 
cumstances. 

3. Records which have been determined to be sufficient for purposes 
of section 603 8 A of the Internal Revenue Code shall be sufficient for pur- 
poses of section 1 9 1 4 1 .6 of the Revenue and Taxation Code if the issues 
to which they relate are equivalent. In many circumstances, records 
which have been determined to be sufficient for purposes of section 
6038A of the Internal Revenue Code, except as might otherwise be pro- 
vided in this regulation, will not satisfy the requirement that a taxpayer 
maintain records regarding the determination of the components of any 
unitary business of which it might be a part, the apportionment factors of 
such business, the classification of an item of income or loss as business 
or nonbusiness, or the proper attribution of income to foreign jurisdic- 
tions or the United States under section 882, Subpart F, or other similar 
provisions of the Internal Revenue Code (other than section 482). 

(2) (A) Safe Harbor. A safe harbor for record maintenance is provided 
under subsection (e), which sets forth detailed guidance concerning the 
types of records to be maintained with respect to the correct preparation 
of a combined report and transactions with any excluded entity. The safe 
harbor consists of an all-inclusive list of record types that could be rele- 
vant to different taxpayers under a variety of facts and circumstances. It 
does not constitute a checklist of records that every taxpayer must main- 
tain or that generally should be requested by the Franchise Tax Board. A 
taxpayer is required to maintain or cause another to maintain, and the 
Franchise Tax Board will request, only those records enumerated in the 
safe harbor that may be relevant to its business or industry for purposes 
of determining the components of any unitary business of which the tax- 
payer might be a part, the apportionment factors of such business, and the 
classification of any item of income or loss as business or nonbusiness; 
and determining the attribution of income to the United Stales or foreign 
jurisdictions under section 882, Subpart F, or other similar sections of the 
Internal Revenue Code, including material profit and loss statements that 
may be relevant for purposes of determining the proper attribution of in- 
come between the combined report group and an excluded entity. Ac- 
cordingly, not every item hsted in the safe harbor must be maintained by 
every taxpayer. A taxpayer that maintains or causes another person to 
maintain the records listed in subsection (e)(2) that may be relevant to the 
unitary business of which it is a part and to its transactions with any ex- 
cluded entity will be deemed to have met the record maintenance require- 
ments of section 19141.6 of the Revenue and Taxation Code. 

(B) The ability to use reasonable approximations provided for in Reg- 
ulation section 25 137-6, Title 18 of the California Code of Regulations 
does not, however, mean that a taxpayer or related party is excused from 
the duty to maintain the records both of the data upon which such approx- 
imations were made and the manner in which they were made. 

(d) Other record maintenance requirements. 

( 1 ) Indirectly related records. 
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(A) This subsection (d) applies to records that are directly or indirectly 
related lo transactions between the combined report group of which the 
taxpayer is a part and any excluded entity to the extent they are relevant 
to determine the components of the unitary business of which the taxpay- 
er is a part and the proper attribution of income to the United States or 
foreign jurisdictions. An example of records that are indirectly related to 
such transactions is records possessed by a foreign subsidiary of an ex- 
cluded entity that documents the raw material or component costs of a 
product that is manufactured or assembled by the subsidiary and sold as 
a finished product by the excluded entity to the combined report group 
of which the taxpayer is a part. 

(B) Records which a taxpayer is required to maintain for purposes of 
section 6038 A of the Internal Revenue Code by the Internal Revenue Ser- 
vice shall be sufficient for purposes of section 19141.6 of the Revenue 
and Taxation Code to the extent they relate to equivalent transfer pricing 
issues. In many circumstances, records required to be maintained for pur- 
poses of section 6038A of the Internal Revenue Code, except as might 
otherwise be provided in this regulation, will not satisfy the requirement 
that a taxpayer maintain records regarding the determination of the com- 
ponents of any unitary business of which it might be a part, the apportion- 
ment factors of such business, or the classification of an item of income 
or loss as business or nonbusiness. 

(2) Foreign related party or third-party maintenance. If records that 
are required to be maintained under section 19141 .6 of the Revenue and 
Taxation Code are in the control of a foreign related party, the records 
may be obtained or compiled (if not already in the possession of the for- 
eign related party or already compiled) under the direction of the taxpay- 
er and then maintained by the taxpayer, the foreign related party, or a 
third party. Thus, for example, a foreign related party may either itself 
maintain such records outside the United States or permit a third party to 
maintain such records, provided that the conditions described in subsec- 
tion (g) are met. Upon a request for such records by the Franchise Tax 
Board, a foreign related party may make arrangements with the Franchise 
Tax Board to furnish the records directly, rather than through the taxpay- 
er. 

(3) (A) Translation of records. When records are provided pursuant to 
the Franchise Tax Board's request for production, any portion of such re- 
cords, except as provided in subsections (B) and (C) of this subsection, 
must be translated into the English language within 30 days of a request 
for translation of that portion by the Franchise Tax Board. 

(B) There is no requirement to translate records which have already 
been translated and for which the translation has been or is being pro- 
vided, or to translate records the substance of which is reflected on ledger 
sheets or other summary accounting records. 

(C) To the extent that 

1 . any requested records for which translations are requested are iden- 
tical to records that have already been translated, an explanation of how 
such records are identical may be provided in lieu of translating the re- 
cords, or 

2. there are numerous records of a similar nature, translation of an ap- 
propriate sampling of the records may be offered in lieu of translating all 
of such records. 

The taxpayer may, however, be required to translate all or part of the 
records described in subsections 1 . and 2. if it is determined that such 
translation is necessary to perform or complete an audit. 

(D) An extension of the 30-day time period provided for in subsection 
(d) (3) (A) of this regulation may be requested under subsection (g) (3). 
Appropriate extensions will be liberally granted for translation requests 
where circumstances warrant. 

(E) If a good faith effort is made to accurately translate the requested 
records within the specified time period, the taxpayer will not be subject 
to the penalties provided for in section 19141.6 of the Revenue and Taxa- 
tion Code. 

(F) For purposes of subsection (e) (2) (A), a taxpayer which prepares 
audited consolidated financial statements, and which maintains support- 
ing documentation which meets the financial accounting standards of the 



United States in all material respects, will not be required to translate re- 
cords described in such subsection other than the audited consolidated fi- 
nancial statements with footnotes, consolidaung workpapers by entity, 
and the summary consolidating data submitted to the parent corporation, 
(e) Specific records to be maintained for safe harbor. 

(1) In general. 

(A) A taxpayer that maintains or causes another person to maintain the 
records specified in this subsection (e) that are relevant to the unitary 
business or businesses of which it is a part, and to the attribution of in- 
come to the United States or foreign Jurisdictions under the provisions of 
the Internal Revenue Code, including the coirect California tax treatment 
of its transactions with an excluded entity, will be deemed to have met 
the record maintenance requirements of this section. This subsection pro- 
vides general descriptions of the categories of records to be maintained; 
the particular title or label applied by the taxpayer or a related party does 
not control. Functional equivalents of the specified records are accept- 
able. Record maintenance in accordance with this safe harbor, however, 
requires only the maintenance of the types of records described in sub- 
section (e) (2) that are relevant to the determination of the components 
of any unitary business of which the taxpayer may be a part, the appor- 
tionment factors of such business included in the combined report group 
of which the taxpayer is a part, the classification of an item of income or 
ioss includable in such combined report as business or nonbusiness, and 
the determination of the attribufion of income to the United States or for- 
eign jurisdicfions under section 882. Subpart F, or other similar sections 
of the Internal Revenue Code. Additionally, to the extent the taxpayer es- 
tablishes to the satisfaction of the Director, Multistate Audit Program Bu- 
reau or the Counsel, Multistate Tax Affairs, or a Franchise Tax Board em- 
ployee designated by the Executive Officer that records in a particular 
category are not applicable to the above issues, maintenance of such re- 
cords is not required under this subsection. Except as provided in subsec- 
tions (e) (1) (B) and (C), record maintenance in accordance with subsec- 
tions (c) through (g) generally does not require the original creation of 
records that are ordinarily not created by the taxpayer or any related par- 
ties in the ordinary course of business. If, however, a record that is actual- 
ly created is described in subsecfion (e), it is to be maintained even if the 
record is not of the type ordinarily created by the taxpayer or any related 
parties. 

(B) Exceptions. 

1 . Basic accounting records that are sufficient to document the Califor- 
nia tax effects of transactions between related parties must be created and 
retained, if they do not otherwise exist, and, 

2. Records sufficient to produce material profit and loss statements, as 
described in subsecfions (e) (2) (B) 1 . and (e) (2) (B)l .c, that are relevant 
for determining the California tax treatment of transactions between the 
combined report group of which the taxpayer is a part and an excluded 
enfity must be created if such records are not maintained in the ordinary 
course of business. 

3. For purposes of subsection (e) ( 1 ) (B) 1 ., "basic accounting records" 
are of the type which the Internal Revenue Service would accept for pur- 
poses of section 6038A of the Internal Revenue Code. 

(C) Storage, retrieval and retention procedures. All record retention 
procedures and policies in effect for each income year must be retained 
and provided upon request. All internal records storage and retrieval sys- 
tems used for each income year must be retained. If an internal records 
storage and retrieval system is changed or revised and the data relating 
to prior years is revised to conform to the new system without loss of in- 
tegrity, the prior systems may be discarded. 

(2) Descriptions of categories of records to be maintained. The follow- 
ing records must be maintained in order to satisfy this subsection (e) to 
the extent they may be relevant to determine the correct treatment of an 
item or entity for purposes of section 25 1 01 or 25 1 1 of the Revenue and 
Taxation Code, or the correct California tax treatment of transactions be- 
tween the combined report grovvp of which the taxpayer is a part, and an 
excluded entity. 

(A) Financial and tax data. 
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1. General. This category includes relevant financial statements, 
workpapers, and books and records of original entry or their functional 
equivalents, however designated or labeled. Examples include, but are 
not limited to, general ledgers, sales journals, purchase order books, cash 
receipts books, cash disbursement books, canceled checks and bank 
statements, workpapers, sales contracts, purchase invoices, financial 
statements with footnotes and consolidating workpapers by entity, sum- 
mary consohdating data submitted to the corporate parent of a group of 
a corporations, consolidating journal entries and explanations, cost ac- 
counting allocations and workpapers, budgets and cash flow projections, 
all federal tax filings with supporting schedules and workpapers, tax ac- 
crual workpapers, partnership tax returns, and financial statements for 
any partnership in which the taxpayer or any related party is a partner. 
Descriptive material to explicate entries in the foregoing types of records, 
such as a chart of accounts and accounting policy manuals, is included 
in this category. 

2. Exceptions. In the case of a group of related entities which prepare 
and maintain audited consolidated financial statements, the maintenance 
of such financial statements with footnotes and consolidating workpa- 
pers by entity, the summary consolidating data submitted to the corporate 
parent by the affiliates, and all federal tax filings with supporting sched- 
ules and workpapers, including tax accrual workpapers will satisfy the 
duty to maintain the records described in this category unless the Fran- 
chise Tax Board can demonstrate that there is reason to believe that any 
of such records are incomplete or might not be accurate. 

(B) 1. Profit and loss statements. 

a. This category includes records from which the taxpayer can compile 
and supply, within a reasonable time, material profit and loss statements 
of the taxpayer and all related parties as defined in subsection (b) (9) that 
reflect profit or loss of the related party group attributable to U.S.-con- 
nected products or services as defined in subsection (e)(6) (A). 

b. The determination of whether a profit and loss statement is material 
is made under the rules provided in subsection (e) (3). 

c. The material profit and loss statements described herein must reflect 
the consolidated revenue and expenses of all members of the related 
party group. Thus, records in this category include the documentation of 
the cost of raw materials used by a related party to manufacture finished 
goods that are then sold to the taxpayer by that related party or another 
related party. The records should be kept under U.S. generally accepted 
accounting principles if they are ordinarily maintained in such manner; 
if not, an explanation of the material differences between the accounting 
principles used and U.S. generally accepted accounting principles must 
be made available. The statements need not reflect tracing of the actual 
costs borne by the related party group with respect to its U.S.-connected 
products or services; rather, any reasonable method may be used to allo- 
cate the related party group's worldwide costs to the revenues generated 
by the sales of those products or services. An explanation of the methods 
used to allocate specific items to a particular profit and loss statement 
must be made available. The explanation of material differences between 
accounting principles and the explanation of allocation methods must be 
sufficient to permit a comparison of the profitability of the related party 
group to that of the combined report group of which the taxpayer is a part 
that is attributable to the provision of U.S.-cormected products or ser- 
vices. 

2. Records which a taxpayer is required to maintain for purposes of 
section 6038A of the Internal Revenue Code by the Internal Revenue Ser- 
vice shall satisfy the requirements of section 19141.6 of the Revenue and 
Taxation Code to the extent they relate to equivalent transfer pricing is- 
sues. In many circumstances, records maintained for purposes of section 
6038A of the Internal Revenue Code, except as might otherwise be pro- 
vided in this regulation, will not satisfy the requirement that a taxpayer 
maintain records regarding the determination of the components of any 
unitary business of which it might be a part, the apportionment factors of 
such business or the classification of an item of income or loss as business 
or nonbusiness. 

(C) Apportionment factor records. 



1. This category includes books and records for each separate entity 
in the combined report group for which apportionment factor numerators 
and denominators, as defined in sections 25129 through 25137 of the 
Revenue and Taxation Code, are determined. 

2. To the extent apportionment factor data is determined pursuant to 
the provisions of Regulation section 25137-6, Title 18, California Code 
of Regulations, which allows for the use of reasonable approximations, 
the records required to be maintained are those which properly reflect the 
data and the methods necessary to compute reasonable approximation of 
the apportionment factors. 

3. Examples include, but are not limited to, fixed asset ledgers by loca- 
tion with details of historical cost by year of acquisition; inventory re- 
cords by location, including details of inventory in-transit at year end; 
workpapers or other records detailing the asset valuation methodologies, 
including copies of any independent appraisals in support of asset values; 
rental and lease agreements with unrelated parties; payroll records, in- 
cluding payroll ledgers by location and California Forms DE-3; sales 
journals and invoices detailing sales of tangible personal property by 
shipping point origin and destination; and records documenting the rea- 
sonable fair market rental rate for property owned by unrelated parties 
and used at no charge, or rented for a nominal rate, by the taxpayer and 
any related party. 

(D) Foreign country and third party filings. 

1. This category includes financial and other documents filed with or 
prepared for any U.S. or foreign government entity, any independent 
commission, or any financial institution. 

2. Examples include, but are not limited to, SEC filings; Federal Forms 
940/941 and equivalent foreign jurisdiction employment tax return fil- 
ings; PUC, FAA and similar reports detailing the location of movable as- 
sets; and records maintained pursuant to the Hart, Scott, Rodino Antitrust 
Improvement Act of 1976, 15 U.S.C. Section 1311 et seq. 

(E) Ownership and capital structure records. This category includes: 

1 . records or charts showing the relationship between the taxpayer and 
all related parties; 

2. the location, ownership, and entity status (for example, joint ven- 
ture, partnership, branch, or division) of the taxpayer and all related par- 
ties; a worldwide organization chart; 

3. records for non-publicly traded entities and closely held entities 
showing the names and relationships of all shareholders and their voting 
record; 

4. analyses prepared for, or at the direction of, the Board of Directors 
or officers of the entity involved or the parent corporation regarding ac- 
quisitions, dispositions and reorganizations involving the taxpayer and 
any related party; 

5. agreements regarding acquisitions, dispositions, and reorganiza- 
tions involving the taxpayer and any related party; and 

6. loan documents, agreements, and other documents relating to any 
transfer of the stock, or other incident of ownership, of the taxpayer or 
a related party that results in the change of status as a related party. 

(F) Management structure. 

1. This category includes records showing the management relation- 
ship, including any centralized or decentralized services, between the 
taxpayer and all related parties. 

2. Examples include, but are not limited to. for each income year for 
the taxpayer and all related parties, 

a. records detailing the corporate officers, directors, and top manage- 
ment; 

b. records or charts showing the management structure; 

c. job descriptions of each of the officers of the taxpayer and related 
parties; 

d. minutes of the Board of Directors meetings and meedngs of Com- 
mittees of the Board of Directors or management, or Committees ap- 
pointed by either, including all exhibits and agendas; 

e. personnel files detailing transfers of officers, managers or key tech- 
nical personnel among members of the related party group; 
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f. correspondence files of directors and officers and in-house memo- 
randa directed to them, including electronic mail files to the extent re- 
duced to written form or otherwise maintained in electronic media such 
as tape or disk; 

g. employee newsletters subject to formal corporate retention restric- 
tions; 

h. manuals, guides, and handbooks providing employees instructions 
on corporate policy, procedures, training, and other corporate matters; 
and 

i. internal audit reports. 

(G) Records of sales transactions. 

1 . This category includes all records relevant to establishing the extent 
of, nature of, and appropriate price or rate for transactions between the 
combined report group of which the taxpayer is a part and any excluded 
entity to the extent they are relevant to determine either the components 
of the unitary business of which the taxpayer is a part or the attribution 
of income between the United States and foreign jurisdictions. 

2. Examples include, but are not limited to, 

a. records related to transactions involving the same or similar prod- 
ucts or services entered into by any member of the combined report group 
or an excluded entity with related and unrelated parties; 

b. shipping and export records; 

c. commission agreements; 

d. records relating to production or assembly facilities; 

e. third-party and intercompany purchase invoices; 

f. manuals, specifications, and similar records relating to or describing 
the performance of functions conducted at particular locations; 

g. intercompany correspondence discussing any instructions or assis- 
tance relating to such transactions provided to any member of the com- 
bined report group of which the taxpayer is a part by any excluded entity 
(or vice versa); 

h. intercompany and intracompany correspondence concerning the 
price or the negotiation of the price used in such transactions; 

i. records related to the value and ownership of intangibles used or de- 
veloped by any member of the combined report group of which the tax- 
payer is a part or any excluded entity; 

j. records relating to cost of goods sold and other expenses; and 

k. records related to direct and indirect selling, and general and admin- 
istrative expenses (for example, relating to advertising, sales promotions, 
or warranties). 

3. Records which a taxpayer is required to maintain for purposes of 
section 6038A of the Internal Revenue Code by the Internal Revenue Ser- 
vice shall satisfy the requirements of section 19 141.6 of the Revenue and 
Taxation Code to the extent they relate to equivalent transfer pricing is- 
sues. In many circumstances, records maintained for purpose of section 
6038A of the Internal Revenue Code, except as might otherwise be pro- 
vided in this regulation, will not limit the duty of a taxpayer to maintain 
records regarding the determination of the components of any unitary 
business of which it might be a part, the apportionment factors of such 
business, or the classification of an item of income or loss as business or 
nonbusiness. 

(H) Records of loans, services, and othernon-sales transactions. This 
category includes relevant records relating to: 

1 . loans (including all deposits by an excluded entity or member of the 
combined report group of which the taxpayer is a part with an unrelated 
party and a subsequent loan by that unrelated party to an excluded entity 
or member of the combined report group of which the taxpayer is a part 
that is in substance a direct loan between a member of such combined re- 
port group of which the taxpayer is a part and an excluded entity); 

2. guarantees by an excluded entity of debts of any member of the com- 
bined report group of which the taxpayer is a part, and vice versa; 

3. hedging arrangements or other risk shifting or currency risk shifting 
arrangements involving any member of the combined report group of 
which the taxpayer is a part and any excluded entity; 

4. security agreements between any member of the combined report 
group of which the taxpayer is a part and any excluded entity; 



5. research and development expense allocations between any ex- 
cluded entity and any member of the combined report group of which the 
taxpayer is a part; 

6. research and development project logs, including details regarding 
the entities involved in the project and the general purpose of the project; 

7. service and other operating agreements and transactions between 
any excluded entity and any member of the combined report group of 
which the taxpayer is a part, including, for example, a description of the 
allocation of charges for management services, with supporting records 
such as time reporting, telephone, or travel records, or allocation studies; 

8. common advertising/marketing agreements, brochures, product 
catalogs, and other similar records; 

9. agreements or other records for shared use of facilities or equipment 
between or among any related parties; 

10. import and export transactions between any member of the com- 
bined report group of which the taxpayer is a part and any excluded enti- 
ty; 

1 1. the registration of patents, trademarks, copyrights and other simi- 
lar property with respect to transactions between any member of the com- 
bined report group of which the taxpayer is a part and any excluded enti- 
ty; and 

1 2. records regarding lawsuits in foreign countries or the United States 
that relate to such transactions between any member of the combined re- 
port group of which the taxpayer is a part and any excluded entity (for 
example, product liability suits for U.S. products). 

(3) Material profit and loss statements. 

(A) For purposes of subsection (e) (2) (B), the determination of wheth- 
er a profit and loss statement is material will be made according to the 
following rules. 

1. An agreement between the taxpayer and the Director, Multistate 
Audit Program Bureau or Counsel. Multistate Tax Affairs, or a Franchise 
Tax Board employee desingated by the Executive Officer, as described 
in subsection (f), may identify material profit and loss statements of the 
related party group and describe the items to be included in any profit and 
loss statements for which records are to be maintained to satisfy the re- 
quirements of subsection (e) (2) (B). 

2. In the absence of such an agreement, a profit and loss statement will 
be material if it meets either of the following tests: 

a. the existing records test described in subsection (e) (4), or 

b. the significant industry segment test described in subsection (e) (5). 

(B) An agreement entered into with the Internal Revenue Service pur- 
suant to the authority granted by section 6038A of the Internal Revenue 
Code shall be accepted by the Franchise Tax Board to the extent equiva- 
lent transfer pricing issues are involved. 

(4) Existing records test. A profit and loss statement is material under 
the existing records test described herein if any member of the related 
party group creates or compiles such statement in the course of its busi- 
ness operations and the statement reflects the profit or loss of the related 
party group attributable to the provision of U.S. -connected products or 
services (regardless of whether the profit and loss attributable to 
U.S.-connected products or services is shown separately or included 
within the calculation of aggregate figures on the statement). For exam- 
ple, a profit and loss statement is described herein if it was produced for 
internal accounting or management purposes, or for disclosure to share- 
holders, financial institutions, government agencies, or any other per- 
sons. Such existing statements and the records from which they were 
compiled (to the extent such records relate to profit and loss attributable 
to U.S.-connected products or services) are subject to the record mainte- 
nance requirements described in subsection (e)(2) (B). 

(5) Significant industry segment test. 

(A) In general. A profit and loss statement is material under the signifi- 
cant industry segment test described herein if^ — 

] . The statement reflects the profit or loss of the related party group 
attributable to the group's provision of U.S.-connected products or ser- 
vices within a single industry segment (ass defined in subsection (e)(6) 
(B); 
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2. The worldwide gross revenue attributable to such industry segment 
is 10 percent or more of the worldwide gross revenue attributable to the 
related party group's combined industry segments; and 

3. The amount of gross revenue earned by the related party group from 
the provision of U.S. -connected products or services within such indus- 
try segment is $25 million or more in the income year. 

(B) Form of the statements. Profit and loss statements compiled for the 
related party group's provision of U.S. -connected products or services 
in each significant industry segment must reflect revenues and expenses 
attributable to the operations in such segment by all members of the re- 
lated party group. Statements may show each related party's revenues 
and expenses separately, or may be prepared in a consolidated format. 
Any reasonable method may be used to allocate the group's worldwide 
costs within the industry segment to the U.S.-connected products or ser- 
vices within that segment. An explanation of the methods used to prepare 
consolidated statements and to allocate specific items to a particular prof- 
it and loss statement must be made available, and the records from which 
the consolidations and allocations were prepared must be maintained. 

(C) Special rule for component sales. Where the U.S.-connected prod- 
ucts or services consist of components that are incorporated into other 
products or services before sale to customers, the portion of the total 
gross revenue derived from sales of the finished products or services at- 
tributable to the components may be determined on the basis of relative 
costs of production. Thus, where relevant for determining whether the 
$25 million threshold in subsection (e) (5) (A) 3. has been met, the 
amount of gross revenue derived by the related party group from the pro- 
vision of the finished products or services may be reduced by multiplying 
it by a fraction, the numerator of which is the costs of production of the 
related party group attributable to the component products or services 
that constitute U.S.-connected products or services and the denominator 
of which is the costs of production of the related party group attributable 
to the finished products in which such components are incorporated. 

(D) Level of specificity required. In applying the significant industry 
segment test of this subsection (e) (5), groups of related products and ser- 
vices must be chosen to provide a reasonable level of specificity that re- 
sults in the greatest number of separate significant industry segments in 
comparison to other possible classifications. This determination must be 
made on the basis of the particular facts presented by the operations of 
the related party group. The following rules, however, provide general 
guidelines for making such classifications. First, the related party group's 
operations that involve the provision of U.S.-connected products should 
be grouped into product lines. The rules of this subsection (e) (5) should 
then be applied to determine if any such product line would, standing 
alone, constitute a significant industry segment when compared to the re- 
lated party group's operations as a whole. Any significant industry seg- 
ments determined at the level of product lines should be further segre- 
gated, and tested for significant industry segments, at the level of separate 
products. Finally, any significant industry segments determined at the 
level of separate products should be segregated, and tested for significant 
industry segments, at the level of separate models. Similar principles 
should be appUed in classifying and testing types of services. A profit and 
loss statement reflecting the related party group's provision of any prod- 
uct or service (or group of products or services as classified under these 
rules) that constitute a significant industry segment will be considered 
material for purposes of this subsection (e) (5). For definitions of the 
terms "product," "related products or services," "model," and "product 
line," see subsection (e) (6). 

(6) Definitions. The following definitions apply for purposes of sub- 
sections (e) (2) (B) and (e) (5). 

(A) U.S.-connected products or services. The term "U.S.-connected 
products or services" means products or services that are imported to or 
exported from the United States by transfers between the unitary busi- 
ness of which the taxpayer is a member and an excluded entity. 



(B) Industry segment. An industry segment is a segment of the related 
parly group's combined operations that is engaged in providing a product 
or service or a group of related products or services (as defined in subsec- 
tion (e) (6) (G) primarily to customers that are not members of the related 
party group. 

(C) Gross revenue of an industry segment. Gross revenue of an indus- 
try segment includes receipts (prior to reduction for cost of goods sold) 
both from sales to customers outside of the related party group and from 
sales or transfers to other industry segments within the related party 
group (but does not include sales or transfers between members of the re- 
lated party group within the same industry segment). Interest from 
sources outside the related party group and interest earned on trade re- 
ceivables between industry segments is included in gross revenue if the 
asset on which the interest is earned is included among the industry seg- 
ment's identifiable assets, but interest earned on advances or loans to oth- 
er industry segments is not included. 

(D) Identifiable assets of an industry segment. The identifiable assets 
of an industry segment are those tangible and intangible assets of the re- 
lated party group that are used by the industry segment, including assets 
that are used exclusively by that industry segment and an allocated por- 
tion of assets used jointly by two or more industry segments. The value 
of an identifiable asset may be determined using any reasonable method 
(such as book value or fair market value) applied consistently. Any allo- 
cation of assets among industry segments must be made on a reasonable 
basis, and a description of such basis must be provided. Assets of an in- 
dustry segment that transfers products or services to another industry 
segment shall not be allocated to the receiving segment. Assets that rep- 
resent part of the related party group's investment in an industry segment, 
such as goodwill, shall be included in the industry segment's identifiable 
assets. Assets maintained for general corporate purposes (that is, those 
not used in the operations of any industry segment) shall not be allocated 
to industry segments. 

(E) Operating profit of an industry segment. The operating profit of an 
industry segment is its gross revenue (as defined in subsection (e) (6) (C)) 
minus all operating expenses. None of the following shall be added or de- 
ducted in computing the operating profit of an industry segment: revenue 
earned at the corporate level and not derived from the operations of any 
industry segment; general corporate expenses; interest expense; domes- 
tic and foreign income taxes; and other extraordinary items not reflecting 
the ongoing business operadons of the industry segment. 

(F) Product. The term "product" means an item of property (or combi- 
nation of component parts) that is the result of a production process, is 
primarily sold to unrelated parties (or incorporated by the related party 
group into other products sold to unrelated parties), and performs a spe- 
cific function. 

(G) Related products or services. The term "related products or ser- 
vices" means groupings of products and types of services that reflect rea- 
sonable accounting, marketing, or other business practices within the in- 
dustries in which the related party group operates. 

(H) Model. The term "model" means a classification of products that 
incorporate particular components, options, styles, and any other unique 
features resulting in product differentiation. Examples of models are 
electronic products that are sold or accounted for under a single model 
number and automobiles sold under a single model name. 

(I) Product line. The term "product line" means a group of products 
that are aggregated into a single classification for accounting, marketing, 
or other business purposes. Examples of product lines are groups of prod- 
ucts that perform similar functions; products that are marketed under the 
same trade names, brand names, or trademarks; and products that are re- 
lated economically (that is, having similar rates of profitabihty, similar 
degrees of risk, and similar opportunities for growth). 

(f) Agreements regarding record maintenance. 
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(1) In general. The Director, Multistate Audit Program Bureau or 
Counsel, Multistate Tax Affairs, or a Franchise Tax Board employee des- 
ignated by the Executive Officer may negotiate and enter into an agree- 
ment with the taxpayer that establishes the records the taxpayer must 
maintain or cause another to maintain, how and by whom the records 
must be maintained, and the period of retention for the records in order 
to satisfy the taxpayer's obligations under this section. 

(2) Content of agreement. 

(A) The agreement may include provisions that vary the rules con- 
tained in these regulations relating to the authorization of agent require- 
ment (subsection (n)), the record maintenance requirements (subsections 
(c) through (g)), and the production (subsections (g) (2) and (3)) and 
translation (subsection (d) (3)) time periods. 

(B) In addition, an agreement may include provisions for the calcula- 
tion of reasonable approximations for purposes of Regulation 25137-6, 
Title 18, California Code of Regulations, and the records necessary to 
support such calculations 

(C) The Director, Multistate Audit Program Bureau or Counsel, Multi- 
state Tax Affairs, or a Franchise Tax Board employee designated by the 
Executive Officer shall generally require a taxpayer to maintain or cause 
another to maintain only those records specified under the safe harbor 
provisions of subsection (e) that permit an adequate audit of the franchise 
or income tax liability of the taxpayer and to provide such authorizations 
of agent that permit adequate access to such records. In most instances, 
required record maintenance for a particular taxpayer under a negotiated 
agreement will be less than the broad range of records described under 
the safe harbor provisions. For example, to the extent specific items such 
as apportionment factor data are determined pursuant to the provisions 
of Regulation section 25 137-6 of Title 18of the California Code of Reg- 
ulations, which allows for the use of reasonable approximations, a tax- 
payer may negotiate a record maintenance agreement that limits the re- 
cords required to be maintained with respect to those items to only those 
records which the Director, Multistate Audit Program Bureau or Coun- 
sel, Multistate Tax Affairs, or a Franchise Tax Board employee desig- 
nated by the Executive Officer agree are relevant and necessary to enable 
the determination of reasonable approximations. 

(D) A provision specifying the effective date and the expiration date 
of the agreement that may vary the effective date of the regulations may 
be included. 

(E) A taxpayer is entitled to rely upon the agreement to the extent 
therein provided, or until it is notified that the agreement is being termi- 
nated. Termination by notification shall only apply with respect to in- 
come years beginning subsequent to the date of notification. 

(3) Circumstances of agreement. The Director, Multistate Audit Pro- 
gram Bureau or Counsel, Multistate Tax Affairs, or a Franchise Tax 
Board employee designated by the Executive Officer generally will enter 
into an agreement under this subsection (0 upon written request by the 
taxpayer when it is believed that the Franchise Tax Board has or can ob- 
tain sufficient knowledge of the business or industry of the unitary busi- 
ness of which the taxpayer is a part to limit the record maintenance re- 
quirement to particular records. 

(4) Federal agreement on transfer pricing issues. If the Internal Reve- 
nue Service has entered into an agreement pursuant to the authority 
granted to it under section 6038A of the Internal Revenue Code with re- 
spect to record maintenance requirements involving transfer pricing is- 
sues which are equivalent to issues presented to the Franchise Tax Board, 
such an agreement shall be accepted by the Franchise Tax Board. In most 
circumstances, such an agreement with the Internal Revenue Service, ex- 
cept as might otherwise be provided in this regulation, shall not limit the 
duty of a taxpayer to maintain records regarding the determination of the 
components of any unitary business of which it might be a part, the appor- 
tionment factors of such business, or the classification of an item of in- 
come or loss as business or nonbusiness. 

(g) United States maintenance of records. 



(1) General rule. Records that must be maintained under this section 
must be maintained within the United States, unless the conditions de- 
scribed in subsection (g) (2) are met. 

(2) Non-U. S. maintenance requirements. A taxpayer may maintain or 
cause another to maintain outside the United States records not ordinarily 
maintained in the United States but required to be maintained in the 
United States under this section. 

(A) However, the taxpayer must either: 

1 . Deliver to the Franchise Tax Board the original records (or dupli- 
cates) requested within 60 days of the request by the Franchise Tax Board 
for such records and provide translations, subject to the provisions of 
subsection (d) (3) of this regulation, of such records within 30 days of a 
request for translations of specific records; or 

2. Within 60 days of the request of the Franchise Tax Board for such 
records, move the original records (or duplicates) requested to the United 
States, provide the Franchise Tax Board with an index to the requested 
records, the name and address of a custodian located within the United 
States having control over the records, and the address where the records 
are located. The taxpayer shall continue to maintain the records within 
the United States throughout the period of retention described in subsec- 
tion (i). (For subpoena or subpoena duces tecum procedures with respect 
to records that have been moved to the United States, see sections 
19141.6(d) (2) (A) and 19504 of the Revenue and Taxation Code.) 

(B) With respect to any material profit and loss statements required to 
be created (either under subsection (e) or under an agreement with the Di- 
rector, Multistate Audit Program Bureau Counsel, Multistate Tax Af- 
fairs, or a Franchise Tax Board employee designated by the Executive 
Officer, unless otherwise specified, " 1 20 days shall be substituted for "60 
days" in subsection (g) (2), and labels and text with respect to such state- 
ments shall be in the English language. 

(3) Scheduled production for high volume or other reasons. Upon a 
written request, for good cause shown, the Director, Multistate Audit 
Program Bureau or Counsel, Multistate Tax Affairs, or a Franchise Tax 
Board employee designated by the Executive Officer may grant an exten- 
sion of the time for the production ortranslafion of the requested records. 
Such requests should be made within 30 days of the request for records 
by the Franchise Tax Board. If an extension is needed because of the vol- 
ume of records requested or the amount of translation requested, the Di- 
rector, Multistate Audit Program Bureau or Counsel, Multistate Tax Af- 
fairs, or a Franchise Tax Board employee designated by the Executive 
Officer may allow production or translation to be scheduled over a period 
of time so that not all records need be produced or translated at the same 
time. 

(4) Required U.S. maintenance. The Director, Multistate Audit Pro- 
gram Bureau or Counsel, Multistate Tax Affairs, or a Franchise Tax 
Board employee designated by the Executive Officer, with the concur- 
rence of the Chief Counsel of the Franchise Tax Board, may require, for 
cause, the maintenance within the United States of any records specified 
in subsection (e). Such a requirement will be imposed only if there exists 
a clear pattern of failure to maintain or timely produce the required re- 
cords. The assessment of a monetary penalty under section 19141.6(c) 
of the Revenue and Taxation Code and this regulation for failure to main- 
tain records is not necessarily sufficient to require the maintenance of re- 
cords within the United States. 

(h) Examination and copying of records. 

(1) Records shall be sorted and labeled to correspond to the categories 
of records which have been requested or shall be produced in the form 
in which they are kept in the usual course of business. 

(2) Records which are compiled, stored or maintained on computers 
or electronic media may be provided in either printed or electronic form. 
If records are provided in electronic form, a taxpayer must comply with 
the procedures specified in Revenue Procedure 9 1-59, Cumulative Bul- 
letin 1991-2 841, and provide such records on a medium which includes 
both the data and the program which the parly mainlainirvg the record 
uses to compile and analyze the data and instructions for the use of such 
program. 



Page 354.3 



Register 2000, No. 27; 7-7-2000 



§ 19141.6 



BARCLAYS CALIFORNIA CODE OF REGULATIONS 



Title 18 



(3) Records shall be produced for examination and copying at the Dis- 
trict Office of the Franchise Tax Board which is performing the audit of 
the taxpayer, at the headquarters of the taxpayer, or at any other location 
within the United States which is convenient to both the taxpayer and the 
Franchise Tax Board. Production will occur during normal business 
hours unless the parties mutually agree to production at other hours. 

(4) Large record productions. 

(A) For large record productions, a taxpayer may request reimburse- 
ment for the cost of copying records, at a rate not to exceed the cost at 
which the Franchise Tax Board can contract for the services of a third- 
party copying service, if the Franchise Tax Board will not copy, or ar- 
range for the copying of, the records at the place of delivery. 

(B) A large record production is a record production involving the 
copying of in excess of 1,000 pages of records provided that the auditor 
for the Franchise Tax Board has been allowed to examine all of the re- 
cords and designate those records which are to be copied. 

(5) Records which are copied for purposes of complying with the 
United States maintenance or records required under the provisions of 
subsection (g) of this regulation do not constitute a large record produc- 
tion. 

(i) Period of retention. 

( 1 ) Except as provided in subsection (4) of this subsection, records for 
any income year shall be retained for the longer of: 

(A) the period of time in which the taxpayer's income or franchise tax 
liability to this state may be subject to adjustment, including all periods 
in which additional income or franchise taxes may be assessed, but not 
to exceed eight years from the due date or extended due date of the return, 

(B) the period of time during which a protest pursuant to section 19041 
of the Revenue and Taxation Code with respect to such income year is 
pending, 

(C) the period of time during which an appeal to the State Board of 
Equalization pursuant to sections 19045 through 19048 of the Revenue 
and Taxation Code with respect to such income year is pending, and 

(D) the period of time during which a lawsuit for the refund of fran- 
chise or income taxes paid with respect to such income year is pending 
in the courts of this state or of the United States. 

(2) The period of time during which a matter is pending includes the 
period of time between when the action is taken on a matter and when that 
action is final. 

(3) Examples. 

(A) Taxpayer A files its return for the income year ended December 
31, 1 994, on October 17, 1995. A does not execute any waiver of the stat- 
ute of limitations with either the Franchise Tax Board or the Internal Rev- 
enue Service. The period of time for which A must maintain the required 
records ends on October 17, 1999. 

(B) Taxpayer B files its return for the income year ended December 
31, 1 994, on October 17, 1995. B executes a waiver of the statute of limi- 
tations with the Internal Revenue Service which extends the date for as- 
sessing California franchise or income tax until December 15, 2004. The 
period of time for which B must maintain the required records ends on 
October 17, 2003, eight years from the extended due date of the return. 

(C) Taxpayer C files its return for the income year ended December 
31, 1994, on October 17, 1995.Cdoesnotexecuteany waiver of the stat- 
ute of limitations with either the Franchise Tax Board or the Internal Rev- 
enue Service. The Franchise Tax Board issues a timely notice of pro- 
posed assessment for the income year which C protests. After the protest 
is denied on November 15, 2000, C files an appeal with the State Board 
of Equalization and then pays the tax, converting the appeal from a denial 
of a protest to a claim for refund. The State Board of Equalization decides 
C's appeal on December 15. 2004. C files a timely peUtion for rehearing 
which is acted upon on June 15, 2005. C does not file a suit for refund 
from the denial of its appeal. The period of time for which C must main- 
tain the required records ends on September 14, 2005, the day after the 
Ume period in which it could file a suit for refund pursuant to section 
19384 of the Revenue and Taxation Code. 



(4) A taxpayer need not maintain records described in subdivision (a) 
of section 19 141. 6 of the Revenue and Taxation Code for any period be- 
yond that specified in subsection (i ) (1 ) (A) of this regulation, to the ex- 
tent that the records are not relevant to the subject matter of a dispute ex- 
isting at the end of that period as evidenced by a pending protest, appeal, 
claim for refund, or suit for refund filed by the taxpayer or any member 
of the combined report group of which it is a member. 

(_j) Monetary penalty. 

( 1 ) Imposition of monetary penalty. 

(A) In general. If a taxpayer fails to maintain or cause another to main- 
tain records as required by this regulation, or, in the case of records main- 
tained outside the United States, fails to meet the non-U. S. record main- 
tenance requirements within the applicable time prescribed in subsection 
(g), a penalty of $10,000 shall be imposed for each income year with re- 
spect to which such failure occurs, subject to the approval of a majority 
of the Franchise Tax Board, itself. 

(B) Calculation of monetary penalty. If a taxpayer fails to maintain or 
cause another to maintain records as required by this regulafion for multi- 
ple related parties, the monetary penalty may be imposed for each failure 
to maintain records with respect to each related party. The monetary pen- 
alty, however, shall be imposed on a taxpayer only once for an income 
year with respect to each related party for a failure to maintain or cause 
another to maintain records, or for a failure to comply with the non-U.S. 
maintenance requirements described in subsection (g). Thus, unless such 
failures continue after notification as described in subsecuon (j) (4) (A), 
the maximum penalty under subsection (j) with respect to each related 
party for all such failures in an income year is $10,000. Each member of 
a unitary business that is a taxpayer shall be jointly and severally liable 
for any monetary penalty that may be imposed under this section. 

(2) Reasonable cause. 

(A) In general. Certain failures, including not maintaining or causing 
another to maintain records as required by this regulation, and not com- 
plying with the non-U.S. maintenance requirements described in subsec- 
uon (g), may be excused for reasonable cause. If an affirmative showing 
is made that the taxpayer acted in good faith and there is reasonable cause 
for a failure that results in the imposition of the monetary penalty, the pe- 
riod during which reasonable cause exists shall be treated as ending not 
earlier than the last day on which reasonable cause existed for any such 
failure. Additionally, the beginning of the 90-day period after mailing of 
a notice by the Franchise Tax Board of a failure described in subsection 
(j) (4) (A) shall be treated as not eariier than the last day on which reason- 
able cause existed. 

(B) Affirmative showing required. 

1 . In general. To show that reasonable cause exists for purposes of sub- 
section (j) (2) (A), the taxpayer must make an affirmative showing of all 
the facts alleged as reasonable cause for the failure in a written statement 
containing a declarafion that it is made under penalties of perjury. The 
statement must be filed with the Director, Multistate Audit Program Bu- 
reau or Counsel, Multistate Tax Affairs, or a Franchise Tax Board em- 
ployee designated by the Executive Officer. The Director, Multistate Au- 
dit Program Bureau or Counsel, Multistate Tax Affairs, or a Franchise 
Tax Board employee designated by the Executive Officer, as appropri- 
ate, shall determine whether the failure was due to reasonable cause, and 
if so, the period of time for which reasonable cause existed. If records 
have been maintained as required by subsections (c) through (g), except 
for an omission of, or error with respect to. some of the records required 
or a record to be maintained, the omission or error shall not constitute a 
failure for purposes of section 19141.6(c) of the Revenue and Taxation 
Code if the taxpayer establishes to the safisfaction of the Director, Multi- 
state Audit Program Bureau or Counsel, Multistate Tax Affairs, or a 
Franchise Tax Board employee designated by the Executive Officer that 
it has substantially complied with the requirement to maintain records 
under section 19 141 .6 of the Revenue and Taxation Code and this regula- 
tion. 

2. Small corporafions. The Director, Multistate Audit Program Bureau 
or Counsel, Multistate Tax Affairs, or a Franchise Tax Board employee 
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designated hy the Executive Officer sliall apply the reasonable cause ex- 
ception liberally in the case of a small coiporation that had no knowledge 
of the requirements imposed by section 19 141 .6 of the Revenue and Tax- 
ation Code, has limited presence in and contact with California, and 
promptly and fully complies with all requests by the Director, Multistate 
Audit Program Bureau or Counsel, Multistate Tax Affairs, or a Franchise 
Tax Board employee designated by the Executive Officer to furnish 
hooks, records, or other relevant materials. A small bank or corporation 
is an entity whose gross receipts or net assets for an income year are 
$50,000,000 or less^ 

3. Facts and circumstances taken into account. The determination of 
whether a taxpayer acted with reasonable cause and in good faith is made 
on a case-by-case basis, taking into account all pertinent facts and cir- 
cumstances, including the actions of related parties. Circumstances that 
may indicate reasonable cause and good faith include an honest misun- 
derstanding of fact or law that is reasonable in light of the experience and 
knowledge of the taxpayer. Isolated computational errors or errors in 
transcription generally are not inconsistent with reasonable cause and 
good faith. Reliance upon an information return or on the advice of a pro- 
fessional (such as an attorney or accountant) does not necessarily demon- 
strate reasonable cause and good faith. Similarly, reasonable cause and 
good faith is not necessarily indicated by reliance on facts that, unknown 
to the taxpayer, are incorrect. Reliance on an information return, profes- 
sional advice or other facts, however, may constitute reasonable cause 
and good faith if, under all the circumstances, the reliance was reason- 
able. 

4. Determinations of members of a combined report group. In deter- 
mining whether reasonable cause exists for the failure to maintain re- 
cords with respect to the determination of the combined report group of 
which the taxpayer is a member, the apportionment factors of such group 
and the business or nonbusiness income characterization of the receipts 
of such group, due regard will be given to the facts and circumstances na- 
ture of the determination. A consistent filing position from year to year, 
especially where the taxpayer's filing posifion has been reviewed and ac- 
cepted at audit or subsequently, shall be a factor to consider in determin- 
ing reasonable cause. 

5. Reasonable cause includes, but is not limited to, destruction as a re- 
sult of theft, riot, war or by an act of God, such as earthquake, fire, flood, 
tsunami, or similar natural disaster. 

(C) Review of finding of no reasonable cause. A taxpayer, in addition 
to the right to seek a review of whether reasonable cause existed through 
administrative or judicial proceedings, may file a petition for review of 
the determination with the Franchise Tax Board, itself, not more than 60 
days after it has been notified by either the Director of the Multistate Au- 
dit Program Bureau or the Counsel, Multistate Tax Affairs, or a Franchise 
Tax Board employee designated by the Executive Officer that reasonable 
cause did not exist for its failure to maintain records. 

(3) Failure to maintain records or to cause another to maintain records. 
A failure to maintain records or to cause another to maintain records is 
determined by the Director, Multistate Audit Program Bureau or Coun- 
sel, Multistate Tax Affairs, or a Franchise Tax Board employee desig- 
nated by the Execufive Officer upon the basis of the taxpayer's and its 
related parties' overall compliance (including compliance with the non- 
U.S. maintenance requirements under subsection (g) (2)) with the record 
maintenance requirements. It is not an item-by-item determination. 
Thus, for example, a failure to maintain a single or small number of items 
may not constitute a failure for purposes of section 19 141 .6(c) of the Rev- 
enue and Taxation Code, unless the item or items are essential to the cor- 
rect determination of the components of the unitary business of which the 
taxpayer is a part, the apportionment factors of such business, the classifi- 
cation of an item of income or loss as business or nonbusiness, or the de- 
termination of the attribution of income to the United States or foreign 
jurisdictions under secfion 882, Subpart F, or other similar sections of the 
Internal Revenue Code. The Director, Multistate Audit Program Bureau 
or Counsel, Multistate Tax Affairs, or a Franchise Tax Board employee 
designated by the Execufive Officer shall nofify the taxpayer in wrifing 



of any determinafion that it has failed to comply or failed to cause another 
to comply with the record maintenance requirement. 

(4) Increase in penalty where failure continues after notification. 

(A) In general. If any failure described in .section 19141.6 of the Reve- 
nue and Taxation Code continues for more than 90 days after the day on 
which the Director, Multistate Audit Program Bureau or Counsel, Multi- 
state Tax Affairs, or a Franchise Tax Board employee designated by the 
Executive Officer mails notice of the failure to the taxpayer, the taxpayer 
shall pay a penalty (in addition to the penalty described in subsection (j) 
(1)) of $10,000 with respect to each related party for which a failure oc- 
curs for each 30-day period during which the failure continues alter the 
expiration of the 90-day period. Any uncompleted Iraction of a 30-day 
period shall count as a 30-day period for purposes of this subsection (}) 
(4). 

(B) Cessation of accrual. The monetary penalty will cease further ac- 
crual if the taxpayer demonstrates compliance with respect to the mainte- 
nance of records (in the case of a failure to maintain records) for the in- 
come year in which the examination occurs and subsequent years to the 
satisfaction of the Director, Multistate Audit Program Bureau or Coun- 
sel, Multistate Tax Affairs, or a Franchise Tax Board employee desig- 
nated by the Execufive Officer. The monetary penalty also will cease to 
accrue if requested records, kept outside the United States under the re- 
quirements of subsection (g)(2) and not produced within the Ume speci- 
fied, are produced or moved to the United States under the rules of sub- 
secfion (g)(2)(A)2. 

(C) Imposition of accrued penalfies. A monetary penalty which has ac- 
crued under this section may be imposed at any lime after it has accrued 
as long as the taxpayer's return for the income year remains subject to the 
assessment of additional taxes. 

(D) Limitation on amount of accrual. For income years beginning on 
or after January 1, 1994 and before December 31, 1995, the additional 
penalty imposed by subdivision (c)(2) of section 19141. 6 of the Revenue 
and TaxaUon Code for failure to maintain or failure to cause another to 
maintain records as required by subdivision (a) of section 19141.6 of the 
Revenue and Taxafion Code shall not exceed a maximum of fifty thou- 
sand dollars ($50,000) per related entity (see subsection (j) ( 1) (B) of this 
regulation). 

(5) Improper use of threat of penalties. 

(A) No member of the staff of the Franchise Tax Board may threaten 
the imposifion of a penalty provided for in section 19141.6 of the Reve- 
nue and Taxation Code in an effort to obtain the agreement of a taxpayer 
to an audit adjustment. 

(B) A taxpayer may report any threatened misuse of a penalty provided 
for in secfion 19141.6 of the Revenue and Taxation Code to the Taxpay- 
ers' Rights Advocate who shall invesfigate the alleged threat. The find- 
ings of the Taxpayers' Rights Advocate shall be presented in wrifing to 
the Franchise Tax Board, itself, with the copy provided to the taxpayer 
reporting the alleged threat. 

(C) If it is concluded that the imposition of a penalty proposed under 
section 19141.6 of the Revenue and Taxation Code was threatened in an 
effort to obtain an agreement to an audit adjustment, any penalty assessed 
will be withdrawn and, if paid, will be refunded with appropriate interest. 

(D) Negotiations entered into under the authority of section 1 9442 of 
the Revenue and Taxation Code which include a penalty or penalfies as- 
sessed pursuant to secfion 19141.6 of the Revenue and Taxation Code 
shall not constitute a threat. 

(k) Failure to furnish records. 

(1) In general. In addifion to costs and any other sancfions or penalties 
imposed for failure to furnish records or testimony, the rules of subsec- 
fion (1) may be applied with respect to the determination of the compo- 
nents of any unitary business of which the taxpayer is a part, the appor- 
fionment factors of such business, the classification of an item of income 
or loss as business or nonbusiness, and the determination of the attribu- 
fion of income to the United Slates or foreign jurisdictions under section 
882, Subpart F, or other similar secfions of the Internal Revenue Code 
(including any transacfion engaged in by a partnership that is attributed 
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to the iiniiary business of which tiie taxpayer is a part) if a subpoena or 
subpoena duces tecum is issued to the taxpayer to produce any records 
or testimony, either directly or as agent for any related party, to determine 
the correct treatment under Part 1 0, Part i 0.2, and Part 1 1 of the Revenue 
and Taxation Code of the above described issues if — 

(A) 1 . The subpoena or subpoena duces tecum is not quashed in a pro- 
ceeding, if any, begun under section 19141. 6(d) (3) of the Revenue and 
Taxation Code and is not determined to be invalid in a proceeding, if any, 
begun under section 19504 of the Revenue and Taxation Code to enforce 
such subpoena or subpoena duces tecum; and 

2. The taxpayer does not substantially and timely comply with the sub- 
poena or subpoena duces tecum, and the Director, Multistate Audit Pro- 
gram Bureau or Counsel, Multistate Tax Affairs, or a Franchise Tax 
Board employee designated by the Executive Officer has sent by certi- 
fied or registered mail a notice under section 19141.6(d)(1) (C) of the 
Revenue and Taxation Code to the taxpayer that is has not so complied; 
or 

(B) The taxpayer fails to maintain or to cau.se anenher to maintain re- 
cords as required by this regulation, and by reason of that failure, the sub- 
poena or subpoena duces tecum is quashed or modified, in a proceeding, 
if any, under section 19141.6(d) (3) of the Revenue and Taxation Code 
or in a proceeding, if any, begun under section 19.'i04 of the Revenue and 
Taxation Code to enforce the subpoena or subpoena duces tecum, or the 
taxpayer is not able to provide the records requested in the subpoena or 
subpoena duces tecum. 

(2) Enforcement proceeding not required. The Director, Multistate 
Audit Program Bureau or Counsel, Multistate Tax Affairs, or a Franchise 
Tax Board employee designated by the Executive Officer is not required 
to begin an enforcement proceeding to enforce the subpoena or subpoena 
duces tecum in order to apply the rules of subsection ( 1 ). 

(3) De minimis failure. Where the taxpayer's failure to comply with 
the requirement to furnish records or testimony under this section is de 
minimis, the Director. Multistate Audit Program Bureau or Counsel. 
Multistate Tax Affairs, or a Franchise Tax Board employee designated 
by the Executive Officer, in the exercise of discretion, may choose not 
to apply the noncompliance penalty. Thus, for example, in cases where 
a particular record or group of records is not furnished upon request or 
subpoena, the Director. Multistate Audit Program Bureau or Counsel, 
Multistate Tax Affairs, or a Franchise Tax Board employee designated 
by the Executive Officer, in their sole discretion, may choose not to apply 
the noncompliance penalty if they deem the record or records not to have 
significant or sufficient value in the determination of the correctness of 
the tax treatment of the components of any unitary business of which the 
taxpayer may be a part, the apportionment factors of such business, the 
classification of an item of income or loss as business or nonbusiness, and 
the attribution of income to the United States or foreign jurisdictions un- 
der section 882. Subpart F, or other similar sections of the Internal Reve- 
nue Code. 

(4) Suspension of statute of limitations. If the taxpayer brings an action 
under section 1 91 41 .6(d)(3) (A) of the Revenue and Taxation Code (pro- 
ceeding to quash) or section 19141.6(d) (3) (B) of the Revenue and Taxa- 
tion Code (review of Franchise Tax Board determination of noncom- 
pliance), the running of any period of limitation under section 19057 of 
the Revenue and Taxation Code (relating to assessment and collection of 
tax) for the income year or years to which the subpoena or subpoena 
duces tecum that is the subject of such proceeding relates shall be sus- 
pended for the period during which such proceeding, and appeals there- 
from, are pending. In no event shall any such period of limitation expire 
before the 90th day after the day on which there is a final determination 
in such proceeding. 

(5) Imposition of the monetary penalties provided for in this section 
and the use by the Franchise Tax Board of the powers provided by this 
section shall not foreclose the Franchise Tax Board from recovering any 
costs, penalties or sanctions associated with the issuance, enforcement, 
or defense of a motion to quash the subpoena or subpoena duces tecum 
which are otherwise recoverable. 



(/) Noncompliance. 

(1 ) In general. In the case of any failure described in subsections (k) 
or (m), provided the requirements of section 19141.6(d) (2) are met, the 
ailes of subsection ( 1 ) apply in addition to any other sanctions or penal- 
ties imposed. In such a case all of the following may be determined by 
the Franchise Tax Board — 

(A) Subject to the limitations of subsection (/) (2), the components that 
are a part of any unitary business of which the taxpayer is a part for pur- 
poses of determining the income derived from or attributable to this state 
pursuant to section 25 101 or section 25 1 10 of the Revenue and Taxation 
Code, and 

(B) The apportionment factors for purposes of Article 2 (commencing 
with section 251 20) of Chapter 17ofPart 11 ofthe Revenue and Taxation 
Code, and 

(C) Amounts that are attributable to the classification of an item of in- 
come or loss as business or nonbusiness income for purposes of Article 
2 (commencing with section 25 1 20) of Chapter 1 7 of Part 1 1 ofthe Reve- 
nue and Taxation Code, and 

(D) the correct amount of income under section 882, Subpart F, or oth- 
er similar sections of the Internal Revenue Code. 

(2) Limitation on determinations of the components of a unitary busi- 
ness. The Franchise Tax Board shall not exercise its power to determine 
the components of a unitary business to add an entity or entities which 
were properly excluded pursuant to an election to report under section 
25 1 10 et seq. of the Revenue and Taxation Code. 

(3) Determination of the items. The determination of the items de- 
scribed in subsections (/) ( 1 ) (A) through (D) shall be made by either the 
Director, Multistate Audit Program Bureau or Counsel, Multistate Tax 
Affairs, or a Franchise Tax Board employee designated by the Executive 
Officer, in the sole discretion, from such knowledge, or from such infor- 
mation as the individual may choose to obtain through testimony or 
otherwise. The Director, Multistate Audit Program Bureau or Counsel, 
Multistate Tax Affairs, or a Franchise Tax Board employee designated 
by the Executive Officer shall consider any information or materials that 
have been submitted by the taxpayer or a related party. The Director. 
Multistate Audit Program Bureau or Counsel. Multistate Tax Affairs, or 
a Franchise Tax Board employee designated by the Executive Officer, 
however, may disregard any information, documents, or records sub- 
mitted by the taxpayer or the related party if. in their sole discretion, they 
are deemed insufficiently probative of the relevant facts. 

(4) Separate application. If the noncompliance penalty of this section 
applies with respect to records of a related party, it will not be applied 
with respect to any other related parties of the taxpayer solely upon the 
basis of that failure. Thus, for example, if a unitary business of which the 
taxpayer is a part engages in transactions with related party A and related 
party B, and the taxpayer does not comply with a subpoena or subpoena 
duces tecum for records related to the transactions between the unitary 
business of which the taxpayer is a part and related party A, the noncom- 
pliance penally imposed as a result of such failure will not automatically 
apply to the transactions between the unitary business of which the tax- 
payer is a part and related party B. If a separate subpoena or subpoena 
duces tecum is issued for records relating to the transactions between the 
unitary business of which the taxpayer is a part and related party B and 
the taxpayer does not produce such records, the noncompliance penalty 
may be applied to those transactions. 

(5) Review of determination. A determination made by either the Di- 
rector. Multistate Audit Program Bureau or Counsel, Multistate Tax Af- 
fairs, or a Franchise Tax Board employee designated by the Executive 
Officer shall be subject to the review of the Franchise Tax Board, itself, 
conducted in open session. To overcome a determination made by the Di- 
rector, Multistate Audit Program Bureau or Counsel, Multistate Tax Af- 
fairs, or a Franchise Tax Board employee designated by the Executive 
Officer, a taxpayer must demonstrate that the determination is arbitrary 
or capricious or is not supported by substantial evidence. 

(6) Determination made pursuant to paragraph (d) of Section 19141.6 
of the Revenue and Taxation Code may be appealed to the State Board 
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of Equalization, in tiie manner and at sucii time, as provided by Sections 
19045 and 19324 of the Revenue and Taxation Code, or may be subject 
of an action to recover tax. in the manner and at such time, as provided 
by Section 19382 of the Revenue and Taxation Code solely on the basis 
of whether the determinations were arbitrary or capricious, or were not 
supported by substantial evidence. 

(7) No employee shall discuss with a taxpayer, or otherwise threaten, 
the potential exercise of the power to redetermine without the express 
prior written authorization of the Director, Multistate Audit Program Bu- 
reau or the Counsel. Multistate Tax Affairs, or a Franchise Tax Board em- 
ployee designated by the Executive Officer. The power set forth in this 
subsection (/) shall not be exercised to make a redetermination unless 
prior to its exercise: 

(A) the Executive Officer receives a written recommendation that the 
power be exercised to make the particular redetermination and the tax- 
payer is provided a copy of this recommendation prior to delivery to the 
Executive Officer. 

(B ) the particular redetermination is expressly approved by the Execu- 
tive Officer, following notice to the taxpayer as provided in subsection 
(A) herein, and an opportunity to be heard by the Executive Officer is 
provided to the taxpayer or its designated representative, 

(C) the exercise of the power and the particular redetermination are 
each supported by written findings of fact accompanied by detailed spec- 
ifications of the evidence upon which the findings are based, 

(D) a copy of the proposed findings and detailed specifications is pro- 
vided to the taxpayer prior to consideration by the Executive Officer, and 

(E) the taxpayer, regardless of whether it has exercised the opportunity 
to be heard by the Executive Officer, shall thereafter have all statutory 
rights of review subject to such limitations as otherwise may be estab- 
lished by section 19141.6 of the Revenue and Taxation Code and this reg- 
ulation. 

The power to make a redetermination under Revenue & Taxation 
Code section 1 9 141 .6(d)( 1 ) or (d) (2) (A) (i), (iii), or (iv) shall not be ex- 
ercised except in full compliance with this regulation. 

(m) Failure to maintain. 

(1) General. Notwithstanding any other provisions of this regulation, 
a taxpayer which has not maintained, or caused to be maintained, the re- 
cords described in subsection (e) shall be required to maintain records in 
the form, manner, and location, as specifically described or enumerated 
by the Franchise Tax Board. 

(2) Establishing failure to maintain. A failure to maintain, or cause to 
be maintained, shall be demonstrated by the assessment of the penalty, 
or penalties, provided for in subdivision (c) of section 19141.6 of the 
Revenue and Taxation Code. If such penalties are withdrawn, or are not 
sustained, the taxpayer shall be excused from its duty to maintain the re- 
cords specifically described and enumerated by the Franchise Tax Board. 

(3) Method of notification of duty to maintain. The taxpayer shall be 
notified of the duty to maintain, or to cause to be maintained, specific re- 
cords by letter signed by the Executive Officer, the Chief Counsel, or an 
Assistant Executive Officer of the Franchise Tax Board. 

(4) Period of time to which the duty to maintain applies. The duty to 
maintain specific records shall apply to the first income year of the tax- 
payer beginning after the date of the letter of notification and shall contin- 
ue until the Franchise Tax Board notifies the taxpayer that it is no longer 
specifically required to maintain the records specified. 

EXAMPLE: The taxpayer is a calendar year taxpayer. A penalty for 
failure to maintain records is assessed with respect to the income year 
1996 on June 15, 1998. A letter notifying the taxpayer of the duty to main- 
tain specific records is mailed on September 12, 1999. The duty to main- 
tain the specific records exists for the income year beginning January 1, 
2000. 

(5) Records which can be specifically required to be maintained. The 
Franchise Tax Board may only require a taxpayer to maintain those re- 
cords which are ordinarily created in the normal course of business, in- 
cluding the filing of state tax returns. Such records include, but are not 
limited to, profit and loss statements, balance sheets, financial consoli- 



dating workpapers if financial consolidafion is a requirement of the Gen- 
erally Accepted Accounting Principles of the country in which the tax- 
payer or the corporate owner of the taxpayer is domiciled, records for the 
determination of the value of each of the apportionment factors and as- 
signment of such values to the numerator of the apportionment factors, 
records supporting the classification of income as business or nonbusi- 
ness, and records of all transactions with affiliates for each separate entity 
which is a member of the combined report group as determined by the 
taxpayer or as previously determined by the Franchise Tax Board in its 
most recent audit of the taxpayer. 

(6) Penalty for failure to maintain specified records. A taxpayer which 
fails to maintain the records specified in the manner, form and location 
specified by the Franchise Tax Board shall be subject to the monetary 
penalties provided in subsection (j). A taxpayer may also be subject to the 
determinaUons provided for in section 19141 .6(d) (2) of the Revenue and 
Taxation Code if the requirements of section 19141.6(d) (1) are met. A 
taxpayer may be excused from the penalty if it shows by clear and con- 
vincing evidence that such failure was due to reasonable cause. 

(7) Review of records required to be maintained. 

(A) Franchise Tax Board. A taxpayer may seek a review of the reason- 
ableness of the list of records which it is notified are required to be main- 
tained, the form in which they are to be maintained, and the place where 
they are to be maintained by petition to the Franchise Tax Board, itself. 
Such review shall be conducted in a regular meeting of the Franchise Tax 
Board, itself, conducted in open session and shkall be limited only to the 
extent determined by the Franchise Tax Board, itself. The Franchise Tax 
Board, itself, shall determine what information or presentations it wishes 
to have made. Factors which the Board shall weigh in its consideration 
of the reasonableness of the records required to be maintained shall in- 
clude the difficulties in obtaining necessary records encountered in prior 
audits of the taxpayer, the nature and extent of the records required to be 
maintained, the extent to which such records are normally created and 
maintained in the regular course of business and the availability of other 
alternatives. The Franchise Tax Board, itself, may modify the specifica- 
tion of the records to be maintained in any manner which it finds to be 
proper. 

(B) Other review. Nothing in this secdon shall hmit a taxpayer from 
seeking such other review of the requirement that it maintain specified 
records in the form and location specified as may be provided in law. 

(n) Authorizafion of agent. 

(1) Failure to authorize. The rules of subsection (/) shall apply to the 
determination of the components of any unitary business of which the 
taxpayer is a part, the apportionment factors of such business, the classifi- 
cation of an item of income or loss as business or nonbusiness, and the 
determination of the attribution of income to the United States or foreign 
jurisdictions under section 882, Subpart F, or other similar sections of the 
Internal Revenue Code (including any transaction engaged in by a part- 
nership that is attributed to the unitary business of which the taxpayer is 
a part), unless each related party authorizes (in the manner described in 
subsection (n) (2)) the taxpayer to act as its limited agent solely for pur- 
poses of section 19504 with respect to any request by the Franchise Tax 
Board to examine records or produce testimony that may be relevant to 
the tax treatment of the items described above or with respect to any sub- 
poena or subpoena duces tecum by the Franchise Tax Board for such re- 
cords or testimony. The appearance of persons or the production of re- 
cords by reason of the bank or corporafion being an agent shall not 
subject those persons or records to the legal process for any purpose other 
than determining the correct treatment under Part 10, Part 10.2 and Part 
11 ofthe items described in section 19 141. 6(a) of the Revenue and Taxa- 
tion Code. 

(2) Authorization by related party. 

(A) In general. Upon written request by the Franchise Tax Board, a re- 
lated party shall authorize the taxpayer as its agent solely for purposes of 
section 19504 of the Revenue and Taxation Code. The aulhorizalion 
must be signed by an officer of the related party possessing the authority 
to authorize an agent for purposes of secdon 416. 10 of the Rules of Civil 
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Procedure. The taxpayer will accept this appointment by providing a 
statement to that effect, signed by an officer of the taxpayer possessing 
the authority to accept such an appointment. The agency shall be effec- 
tive at all times. 

(B) The authorization shall be submitted in a form pre-approved by 
the Franchise Tax Board. 

(3) Foreign affiliated groups. 

(A) In general. A corporation that has effective legal authority to make 
the authorization of agent under subsection (n) (2) on behalf of any group 
of foreign related parties may execute such an authorization for any 
members of the group. A single authorization may be made on a consoli- 
dated basis. In such a case, the common parent must attach a schedule to 
the authorization of agent form stating which members of the group 
would otherwise be required to separately authorize the taxpayer as 
agent. The schedule must provide the name, address, relationship to the 
taxpayer, and California and U.S. taxpayer identification number, if 
applicable, of each member. 

(B) Application of noncompliance penalty adjustment. In circum- 
stances where a consolidated authorization of agent has been executed, 
if the agency authorization for any member of the group is not legally ef- 
fective for purposes of section 1 9504 of the Revenue and Taxation Code, 
the noncompliance penalty adjustment under section 19141.6(d) of the 
Revenue and Taxation Code and subsection (/) of this regulation shall ap- 
ply. 

(4) Legal effect of authorization of agent. The legal consequences of 
a related party authorizing a taxpayer to act as its agent for purposes of 
section 19504 of the Revenue and Taxation Code are as follows. 

(A) Agent for purposes of commencing judicial proceedings. A tax- 
payer that is authorized by a related party to act as its agent for purposes 
of section 19504 of the Revenue and Taxation Code (including service 
of process) is also the agent of the related party for purposes of — 

l.Thefiiingof a petition to quash under section 19141.6(d) (1) (A) of 
the Revenue and Taxation Code or a petition to review a Franchise Tax 
Board determination of noncompliance under section 19141.6(d) (1) (B) 
of the Revenue and Taxation Code, and 

2. The commencement of a judicial proceeding to enforce a subpoena 
or subpoena duces tecum under section 19504 of the Revenue and Taxa- 
tion Code, whether commenced in conjunction with a petition to quash 
under section 19141.6 (d) (3) (A) of the Revenue and Taxation Code or 
commenced as a separate proceeding in the Superior Courts of the Coun- 
ties of Los Angeles, Sacramento and San Diego, or the City and County 
of San Francisco. 

(B) Related party found where taxpayer found. For any purposes relat- 
ing to section 19504 of the Revenue and Taxation Code (including ser- 
vice of process), a related party that authorizes a taxpayer to act on its be- 
half under section 19141.6(d) (2) (B) of the Revenue and Taxation Code 
and subsection (n) may be found anywhere where the taxpayer has resi- 
dence or is found in California. 

(5) Successors in interest. A successor in interest to a related party 
must execute the authorization of agent as described in subsection (n) (2). 

(6) Deemed compliance. 

(A) In general. In exceptional circumstances, the Franchise Tax Board 
may treat a taxpayer as authorized to act as agent for a related party for 
purposes of section 1 9504, California Revenue and Taxation Code, in the 
absence of an actual agency appointment by the related party, in circum- 
stances where the actual absence of an appointment is reasonable. Fac- 
tors to be considered include: 

1 . If neither the taxpayer nor the other party to the transaction knew or 
had reason to know that the two parties were related at the time of the 
transaction, and 

2. The extent to which the taxpayer establishes to the satisfaction of 
the Franchise Tax Board that all transactions between the taxpayer and 
the related party were on arm's length terms and did not involve the par- 
ticipation of any known related party. 



(B) Reason to know. Whether the taxpayer or other party had reason 
to know that the two parties were related at the time of the transaction will 
be determined by all the facts and circumstances. 

(C) Effect of deemed compliance. If a taxpayer is deemed under this 
subsection (n) (6) to have been authorized to act as an agent for a foreign 
related party for purposes of section 1 9504, California Revenue and Tax- 
ation Code, such deemed compliance is applicable only for that particular 
transaction and other reportable transactions entered into prior to the time 
when the taxpayer knew or had reason to know that the related party, in 
fact, was related. The noncompliance rule of subsection (/) shall apply to 
any transaction subsequent to that time with the same related party, un- 
less the related party actually authorizes the taxpayer to act as its agent 
under subsection (n) (1 ) of this section. In addition, the record mainte- 
nance requirements of subsection (g) will apply to all subsequent transac- 
tions and, with respect to prior transactions, will apply to relevant records 
in existance at the time the relationship was discovered. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 19141.6, Revenue and Taxation Code. 

History 

1. New section filed 3-28-96: operative 4-27-96 (Register 96, No. 13). 

2. Editorial correction of subsections (g)(3), (k)(l), (/)(3), (m)(2) and (n)(6)(A) 
(Register 97. No. 2). 

3. Amendment of subsections (a)(2) and (b)(9). new subsection (b)(12). amend- 
ment of subsections (c)(l)(B)4., (c)(l)(B)5. Example 3, (c)(1)(D), (e)(1)(A), 
(e)(2)(F)2.f , (e)(3)(A) 1 ., (e)(6), (f)( 1). (f)(2)(C), (f)(3), (g)(2)(B), (g)(3), (g)(4), 
Ci)(2)(B)l.-2., CJKC), (j)(C)(3), CJ)(4)(A), a)(4)(B), (j)(4)(D), (k)(l)(A)2., 
(k)(2), (k)(3) and (/)(3), new subsections (/)(5) and (6), subsection renumbering, 
and amendment of subsection (n)(3)( A) filed 1-7-97; operative 2-6-97 (Regis- 
ter 97, No. 2). 

4. Change without regulatory effect adding new article 7 (sections 19141.6 
through 1 9 1 64) and relocating section 19141.6 from chapter 2.5, subchapter 2 1 
to chapter 2.6, subchapter 4 filed 11 -23-98 pursuant to section 100, title 1, Cali- 
fornia Code of Regulations (Register 98, No. 48). 

5. Change without reeulatory effect amending subsections (b)(3), (b)(5), (b)(9), 
(j)(2)(B)2. and (n)(3)( A) filed 7-5-2000 pursuant to section 1 00, title I , Califor- 
nia Code of Regulations (Register 2000, No. 27). 

§ 19142. Additions to Tax When Combined or 
Consolidated Returns Are Filed. 

(a) Except in the case of an affiliated group as defined in Section 
23361, any addition to the tax under Section 19142 for underpayment of 
estimated amount of the tax of a member of a group owned or controlled 
by the same interests as defined in Section 25105 which files a combined 
report for the income year shall be determined by apportioning the tax 
shown on the combined report to the several members of the group. The 
method of apportionment must be based on the ratio which the California 
factors bear to the total combined factors of the group. In the application 
of Section 19147(a) with respect to a member of the group which was in- 
cluded in a combined report for the year, whether or not such member is 
included in a combined report for the preceding income year, the "tax 
shown on the return" for the preceding income year shall be the portion 
of the tax shown on such combined report determined by apportioning 
such tax to the several members of the group by the procedure described 
above. In the application of Section 19147(b) if the taxpayer was in- 
cluded in a combined report for the preceding income year, the "facts 
shown on the return" shall be the facts shown on the combined report of 
the group (whether of this or another group) for the preceding income 
year attributable to such corporation. 

(b) In the case of an affiliated group for which a consolidated or com- 
bined report or return is filed, any addition to the tax provided by Section 
19142 shall be determined by reference to the tax shown on the consoli- 
dated or combined report or return. 

(c) In the application of Section 1 9 147(a) with respect to the affiliated 
group, described in subsection (b) of this regulation, the "tax shown on 
the return" shall be — 

(1) If the group filed a consolidated or combined report or return for 
the preceding income year, the tax shown on such return, or 
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(2) If ihc group did not file a consolidated or combined report or return 
for the preceding income year, the aggregate of the taxes of the several 
members of the group shown on any separate returns oi' such taxpayers 
for the preceding income year, plus the tax shown on a consolidated or 
combined report or return for the preceding income year attributable to 
any member of the group which joined in a consolidated or combined re- 
turn with another affiliated group for such preceding income year. The 
tax attributable to any such taxpayer which joined in a consolidated or 
combined report or return shall be determined by apportioning the tax 
shown on such consolidated or combined report or return in accordance 
with the procedure described in subsection (a) of this regulation. 

(3) In the case of the tax imposed by Article 3 (commencing with Sec- 
tion 23 1 8 1 ) of Chapter 2 of Part 1 1 . the tax is the amount of tax shown 
on the return for the income year plus or minus the amount of tax payable 
or refundable, respectively, as shown on the notice of determination 
mailed by the Franchise Tax Board pursuant to Section 23186a for the 
income year. 

(d) In the application of Section 19147(b) with respect to the affiliated 
group described in subsection (b) of this regulation, the "facts shown on 
the return" shall be 

( 1 ) If the group filed a consolidated or combined report or return for 
the preceding income year, the facts shown on such return, or 

(2) If the group did not file a consolidated or combined report or return 
for the preceding income year the facts shown on the separate returns of 
the members of the affiliated group for the preceding income year togeth- 
er with the facts shown on a consolidated or combined report or return 
for the preceding income year attributable to any member of the group 
which joined in a consolidated or combined report or return with another 
affiliated group for such preceding income year. 

NOTIi: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Sections 19142 and 19147, Revenue and Taxation Code. 

History 

1. Renumbering and amendment of .Section 19142-2.S957(b) to Section 19142 
filed 1 1-29-82; effective thirtieth day thereafter (Register 82, No. 49). 

2. Change without regulator}' effect renumbering and amending former section 
25951 to section 19142 filed 11 -2.V98 pursuant to section 100, title 1, Califor- 
nia Code of Regulations (Register 98, No. 48). 

§ 1 91 64. Exception to Penalty for Understatement of Tax 
Liability. 

(a) The understatement determined pursuant to this section shall not 
include any amounts which are attributable to the taxpayer's good faith 
determination, whether based on the facts or unresolved legal issues, of 
either: 

( 1 ) the components which are a part of one or more unitary businesses 
for purposes of determining the income derived from or attributable to 
this state pursuant to Section 2.'>]01, or 

(2) amounts which are attributable to the classification of an item as 
business or nonbusiness income for purposes of Article 2 of Chapter 1 7 
of this part. 

(b) However, an understatement determined pursuant to this section 
shall include: 

( 1 ) Amounts resulting from the adjustment of any item which has been 
treated by the taxpayer in a manner which is inconsistent with a prior final 
administrative determination under this part or with a prior final decision 
of a court of this state or of the United States with respect to the treatment 
of that item under the same or substantially similar circumstances by that 
taxpayer or by that taxpayer's predecessor. 

(2) Amounts resulting from the adjustment of any item if the taxpay- 
er's treatment of that item differs from that previously reflected in the re- 
turn or report for the immediately preceding income tax year under the 
same or substantially similar circumstances by the taxpayer or a prede- 
cessor of the taxpayer. 

(c) For the purposes of this regulation, a prior final administrative de- 
termination shall be a decision of the Board of Equalization or Franchise 
Tax Board action on a protest in those cases in which the taxpayer is spe- 
cifically notified as to the disposition of the particular issue. 



(d) A statement in or attached to the return or report revealing the man- 
ner in which the income apportioned or allocated to California has been 
determined (e.g., the identification of the combined group and the treat- 
ment of intercompany transactions) shall constitute adequate disclosure 
for purposes of this .section. 

(e) Understatements shall be determined pursuant to this section com- 
mencing with respect to returns filed for income years beginning on or 
after January I, 1983. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 259.^4.4, Revenue and Taxation Code. 

HiSlORY 

1 . New section filed 10-4-83 as an emergency; effective upon filing ( Register 83. 
No. 41 ). A Certificate of Compliance must be transmitted to OAL within 120 
days or emergency language will be repealed on 2-1-84. 

2. Repealed by operation of Government Code Section 1 1. "^46. 1(g) (Register 84. 
No. 13). 

3. New section filed 3-21-84 as an emergency; effective upon filing (Register 84. 
No. 13). A Certificate of Compliance must be transmiued to OAL viilhin 120 
days or emergency language will be repealed on 7-19-84. 

4. Certificate of Compliance filed .5-30-84 ( Register 84, No. 22). 

5. Change without regulatory effect renumbering former section 25934.4 to sec- 
tion 19164 filed ir-2.V98 pursuant to section 100, title 1, California Code of 
Regulations (Register 98, No. 48). 



Article 8. Voluntary Disclosure Program for 
Business Entities [Reserved.] 

History 
1. Change without regulatory effect adding new article 8 (reserved) filed 
1 1-23-98 pursuant to section 100, title 1 , California Code of Regulations (Reg- 
ister 98, No. 48). 



Subchapter 5. Collection of Tax 



Article 1. Judgment for Tax [Reserved.] 

History 
1. Change without regulatory effect adding new subchapter 5 (articles 1 through 
6) and article 1 (reserved) filed 11-23-98 pursuant to section 100, title 1, Cali- 
fornia Code of Regulations (Register 98, No. 48). 



Article 2. Lien of Tax [Reserved.] 

History 
1. Change without regulatory effect adding new article 2 (reserved) filed 
1 1-23-98 pursuant to section 1 00, title 1 , California Code of Regulations (Reg- 
ister 98, No. 48). 



Article 3. Warrant for Collection of Tax 

§ 19232. Warrant for Collection of Tax. 

(a) In General. If any taxpayer liable to pay any tax neglects or refuses 
to pay such tax after an assessment becomes final, the Franchise Tax 
Board may proceed to collect the tax by issuing a warrant for the collec- 
tion of the tax to any sheriff, constable, or marshal directing such officer 
to levy upon any property, or rights to property, whether real or personal, 
tangible or intangible, or on which there is a lien provided by Section 
19203 or 19221 of the Revenue and Taxadon Code resulting from the re- 
cording of an abstract of judgment or certificate of tax due for the pay- 
ment of such tax. As used in this regulation the term ""tax" includes any 
interest, additional amount, addition to tax, or assessable penalty, togeth- 
er with any costs and expenses that may accrue in addition thereto. For 
exemption of certain property from levy, see Sections 704.010 to 
704.210 of the Code of Civil Procedure, as well as provisions of other 
codes which specifically exempt certain property from execution. Prop- 
erty, whether real or personal, subject to a state tax lien, which has been 
sold or transferred by the taxpayer, may be seized in the hands of the 
transferee or of any subsequent transferee. Levy of the warrant shall be 
made in the same manner as the levy of a writ of execution. Thus, when 
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the Franchise Tax Board directs any sheriff, constable, marshal, or the 
Department of the California Highway Patrol to levy a warrant and sell 
the property, the Franchise Tax Board will furnish necessary instructions 
to the officer levying on the property at the time that it delivers the war- 
rant. 

(b) Bankruptcy or Receivership Cases. During a bankruptcy proceed- 
ing or a receivership proceeding in either a federal or state court, the as- 
sets of the taxpayer are subject to the automatic stay. Taxes cannot be col- 
lected by levy upon these assets. 

(c) Successive Seizures. Whenever any property or rights to property 
upon which a levy has been made are not sufficient to satisfy the claim 
of the Franchise Tax Board for which the levy is made, the Franchise Tax 
Board may thereafter, and as often as may be necessary, direct any sher- 
iff, constable, or marshal to proceed to levy in like manner upon any other 
property or rights to property subject to levy of the person against whom 
such claim exists or on which there is a lien imposed by Section 19203 
or 19221 of the Revenue and Taxation Code for the payment of such 
claim until the amount collected from such person, together with all costs 
and expenses, is fully paid. 

NOTE: Authority cited: Section 19053, Revenue and Taxation Code. Reference: 
Section 19322, Revenue and Taxation Code. 

History 

1. Change without regulatory effect renumbering former section 18907 to new 
section 19232, including amendment of section and NoTi:, tiled 6-10-97 pur- 
suant to section 100, title 1, California Code of Resuiations (Register 97, No. 

24). 

2. Change without regulatory effect adding new article 3 (section 19232) and relo- 
cating section 1 9232 from chapter 2.5, subchapter 2 1 to chapter 2.6, subchapter 
5 filed 1 1-23-98 pursuant to section 100, title 1, California Code of Regulations 
(Register98. No. 48). 



Subchapter 6. Overpayments and Refunds 



Article 4. 



Miscellaneous Provisions 
[Reserved.] 



History 

1. Change without regulatory effect adding new article 4 (reserved) filed 
1 1 -23-98 pursuant to section 1 00, title 1 , California Code of Regulations ( Reg- 
ister 98, No. 48). 



Article 5. 



Collection of Child Support 
[Reserved.] 



History 
1. Change without regulatory effect adding new article 5 (reserved) filed 
1 1-23-98 pursuant to section 100, title 1 , California Code of Regulations (Reg- 
ister 98, No. 48). 



Article 5.5. Collection of Amounts Imposed 
by a Court [Reserved.] 

History 

1. Change without regulatory effect adding new article 5.5 (reserved) filed 
1 1-23-98 pursuant to section 100, title 1, California Code of Regulations (Reg- 
ister 98, No. 48). 



Article 6. Collections for the Department of 
Industrial Relations [Reserved.] 

History 

1. Change without regulatory effect adding new article 6 (reserved) filed 
1 1 -23-98 pursuant to section 1 00, title 1 , California Code of Regulations (Reg- 
ister 98, No. 48). 



Article 1. Claim for Refund 

§ 19322. Refund Claim Form. 

(a) Grounds set forth in claim. No refund or credit will be allowed after 
the expiration of the statutory period of limitation applicable to the filing 
of a claim therefor except upon one or more of the grounds set forth in 
a claim filed before the expiration of such period. (See Sections 
19306-19314 of the Revenue ands Taxation Code.) The claim must set 
forth in detail each ground upon which a refund or credit is claimed and 
facts sufficient to apprise the Franchise Tax Board of the exact basis 
thereof. The claim should be filed on Form 540X with all supporting doc- 
umentation attached. A separate form should be used for each taxable 
year or period. 

(b) Taxpayers may not, on their own initiative, offset an overpayment 
for one year or in one installment against taxes due for another year or 
in another installment. The full amount of the tax or any installment 
thereof for each year must be paid notwithstanding that an overpayment 
may have been made, unless the taxpayer has filed a claim for refund of 
the overpayment and has been notified that the overpayment has been 
credited on the tax or installment due. See Sections 19107-191 10 of the 
Revenue and Taxation Code. 

(c) Fiduciaries. If a refund claim is filed by a legal representative of a 
deceased individual, certified copies of the letters testamentary, letters of 
administration, or other similar evidence must be annexed to the claim 
to show the authority of the executor, administrator, or other fiduciary by 
whom the claim is filed. If an executor, administrator, guardian, tmstee, 
receiver, or other fiduciary files a return and thereafter a refund claim is 
filed by the same fiduciary, documentary evidence to establish the legal 
authority of the fiduciary may be requested but need not accompany the 
claim, provided a statement is made in the claim showing that the return 
was filed by the fiduciary and that the latter is still acting. In such cases, 
if a refund or interest is to be paid, letters testamentary, letters of adminis- 
tration, or other evidence may be required, but should be submitted only 
upon the receipt of a specific request therefor. If a claim is filed by a fidu- 
ciary other than the one by whom the return was filed, the necessary doc- 
umentary evidence should accompany the claim. 

(d) Hearings. Although the law does not specifically provide for oral 
hearings before the Franchise Tax Board acts on claims for refund, a 
hearing may be arranged at such time and place as the Franchise Tax 
Board may determine if requested by the taxpayer. 

Note: Authority cited: Section 19053, Revenue and Taxation Code. Reference: 
Section 19322, Revenue and Taxation Code. 

History 

1. Change without regulatory effect renumbering former section 19055 to new 
section 1 9322, including amendment of subsections (a) and (b) and NOTE filed 
filed 7-2-97 pursuant to section 100. title 1, California Code of Regulations 
(Register97, No. 27). 

2. Change without regulatory effect adding new subchapter 6 (articles 1 through 
6), article 1 (sections 19322 through 19363) and relocating section 19322 from 
chapter 2.5, subchapter 2 1 to chapter 2.6, subchapter 6 filed 1 1-23-98 pursuant 
to section 100, title 1, California Code of Regulations (Register 98, No. 48). 

§ 19363. Credits or Refunds of Overpayments of Estimated 
Tax. 

(a) General Rule. If the estimated tax required to be paid by Section 
1 9025 for a taxable year is in excess of the tax due for that taxable year, 
any overpayment shall be credited or refunded as provided in Section 
19301 to 19364, and the regulations issued thereunder. 

(b) Date of Overpayment. There can be no refund of the estimated tax 
until the entire tax liability has been satisfied. Any amount paid as esti- 
mated tax for any taxable year shall be deemed to have been paid on the 
last day prescribed for filing the return (determined without regard to any 
extension of time for filing such return.) 
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(c) Period lor Which Interest Allowable in Case of Refunds. If an over- 
payment of an estimated tax is refunded, interest shall be allowed from 
the date of the overpayment to a date determined by the Franchise Tax 
Board, which shall he not more than 30 days prior to the date of the refund 
check. The acceptance of a refund check shall not deprive the taxpayer 
of the right to make a claim for any additional overpayment and interest 
thereon, provided the claim is made within the applicable period of limi- 
tation. However, if a taxpayer does not accept a refund check, no addi- 
tional interest on the amount of the overpayment included in such check 
shall be allowed. 

(d) Period for Which Interest Allowable in Case of Credits. 

If an overpayment of estimated tax is credited, interest shall be allowed 
from the date of the overpayment to the date of the allowance of the credit 
as provided by Section 19340. 

NOTl-: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
.Section 1936.3. 

History 

1. Change without regulatory effect renumbering and amending former section 
2608 1 to section 1 9363 including amendment of text and adoption of Noxt: filed 
6-24—94 pursuant to section 1 00, title 1 , California Code of Regulations (Regis- 
ter 94, No. 2.^). 

2. Change without regulatory effect relocating section 19363 from chapter 2.5, 
subchapter 21 to chapter 2.6, subchapter 6 tiled 1 1-23-98 pursuant to section 
100, title 1, California Code of Regulations (Register 98, No. 48). 



Subchapter 7. Administration of Tax 



Article 2. Suit for Tax [Reserved.] 

History 
1. Change without regulatory effect adding new article 2 (reserved) filed 
1 1-23-98 pursuant to section 100, title 1, California Code of Regulations (Reg- 
ister 98, No. 48). 



Article 3. Suit for Refund [Reserved.] 

History 

1. Change without regulatory effect adding new article 3 (reserved) filed 
1 1 -23-98 pursuant to section 1 00, title 1 , California Code of Regulations ( Reg- 
ister 98, No. 48). 



Article 4. 



Recovery of Erroneous Refunds 
[Reserved.] 



History 
1. Change without regulatory effect adding new article 4 (reserved) filed 
1 1-23-98 pursuant to section 100, title l,CalifomiaCodeof Regulations (Reg- 
ister 98, No. 48). 



Article 5. Cancellations [Reserved.] 

History 
1. Change without regulatory effect adding new article 5 (reserved) filed 
1 1 -23-98 pursuant to .section 1 00, title 1 , California Code of Regulations ( Reg- 
ister 98, No. 48). 



Article 6. Closing Agreements [Reserved.] 

History 
1. Change without regulatory effect adding new article 6 (reserved) filed 
1 1-23-98 pursuant to section 1 00, title 1 , California Code of Regulations (Reg- 
ister 98, No. 48). 



Article 1. 



Powers and Duties of Franchise 
Tax Board 



§19503. Absence of Regulations. 

In the absence of regulations of the Franchise Tax Board and unless 
otherwise specifically provided, in cases where the Personal Income Tax 
Law or the Corporation Tax Law conform to the Internal Revenue Code, 
regulations under the Internal Revenue Code shall, insofar as possible, 
govern the interpretation of conforming state statutes, with due account 
for state terminology, state effective dates, and other obvious differences 
between state and federal law pertaining to, but not limited to, such mat- 
ters as tax rates, taxable years, jurisdiction, and cross-references to other 
related statutes and regulations. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Sections 17024.5 and 23051.5, Revenue and Taxation Code. 

History 

1 . New section filed 9-30-75; effective thirtieth day thereafter (Register 75, No. 
40). 

2. Change without regulatory effect adding new subchapter 7 (articles 1 through 
3), article 1 (section 19503) and renumbering former section 26422 to section 
19503 filed 1 1-23-98 pursuant to section 100, title 1, California Code of Regu- 
lations (Register 98, No. 48). 

3. Change without regulatory effect amending section and NoTi; filed 6-23-2008 
pursuant to section 1 00, title 1 , California Code of Regulations (Register 2008, 
No. 26). 

§ 1 951 3. Estates Distributable to Nonresident 
Beneficiaries. 

(a) If assets of an estate are distributable to one or more nonresident 
beneficiaries, the final account of the fiduciary shall not be allowed by 
the probate court unless the fiduciary obtains from the Franchise Tax 
Board and files with the court a certificate to the effect that all taxes im- 
posed by the Personal Income Tax Law upon the estate or decedent which 
have become payable have been paid, and that all taxes which may be- 
come due are secured by bond, deposit or otherwise. 

(b) Subsection (a) only applies if the fair market value of the assets of 
the estate at the death of the decedent exceeds one million dollars 
($1,000,000) and the fair market value of the assets distributable to one 
or more nonresident beneficiaries exceeds two hundred and fifty thou- 
sand dollars ($250,000). 

NOTE: Authority cited: Section 19053, Revenue and Taxation Code. Reference: 
Section 19513, Revenue and Taxation Code. 

History 

1. Change without regulatory effect renumbering former section 19262 to new 
section 195 13, including amendment of NoTK filed 8-1 4-97 pursuant to section 
100, title 1, California Code of Regulations (Register 97, No. 33). 

2. Editorial action removing repealed sections 1950 1(a) through 19507(e) (Regis- 
ter 98, No. 48). For prior history, see Register 79, No. 33. 

3. Amendment of subsection (b) filed 11-20-2001; operative 12-20-2001 (Regis- 
ter 2001, No. 47). 

4. Amendment relocating section 1 95 1 3 from chapter 2.7 to chapter 2.6, subchapt- 
er 7, article 1 filed 4-24-2006; operative 1-1-2006 pursuant to Revenue and 
Taxation Code section 19591(b)(2) (Register 2006, No. 17). 

Article 2. Disclosure of Information 
[Reserved.] 

History 
1. Change without regulatory effect adding new article 2 (reserved) filed 
1 1-23-98 pursuant to section 100, title 1, California Code of Regulations (Reg- 
ister 98, No. 48). 
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Article 3. Tax Forms [Reserved.] 

History 
1. Change without regulatory effect adding new article 3 (reserved) filed 
1 1-23-98 pursuant to section 100. title 1, California Code of Regulations (Ree- 
ister 98. No. 48). 



Article 4. Tax Service Fees 

§ 1 9591 . Specialized Tax Service Fees. 

(a) In getieral. Revenue and Taxation Code section 1 959 1 requires the 
Franchise Tax Board to impose fees for certain specialized tax services 
and to establish the amounts of those fees in the manner and the amounts 
necessary to reimburse the board for the costs of administering the spe- 
cialized services, including the Franchise Tax Board's direct and indirect 
costs for providing specialized tax services. 

(b) Specialized tax service fees and amounts. Commencing on January 
1, 2006, the specialized tax service fees shall be as follows: 

(1) Installment payment programs. 

(A) Individual taxpayers — $20.00. 

(B) Business Entity taxpayers — $35.00. 

(2) Expedited Services. 

(A) Corporation revivor requests — $100.00. 

(B) Tax clearance certificate requests — $100.00 

(C) Tax-exempt status requests — $50.00 



NOTE: Authority cited: Sections 19503 and 19.S91. Revenue and Taxation Code. 
Reference: Section 19.S9I. Revenue and Taxation Code. 

History 
1 . New article 4 (section 19591 ) and section filed 4-24-2006: operative 1-1-2006 

pursuant to Revenue and Taxation Code section 19591(b)(2) (Resister 2006, 

No. 17). 



Subchapter 8. Disposition of Proceeds 
[Reserved.] 

History 
1. Change without regulatory effect adding new subchapter 8 (reserved) filed 
1 1-23-98 pursuant to section 1 00. title 1 , California Code of Regulations (Ree- 
ister 98, No. 48). 



Subchapter 9. Violations [Reserved.] 

History 
Change without regulatory effect adding new subchapter 9 (reserved) filed 
1 1 -2.3-98 pursuant to section 1 00, title 1 . California Code of Regulations (Reg- 
ister 98, No. 48). 



Subchapter 10. Res Judicata [Reserved.] 

History 
Change without regulatory effect adding new subchapter 10 (reserved) file( 
1 1-23-98 pursuant to section 1 00, title 1 , California Code of Regulations ( Reg 
ister 98, No. 48). 
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Chapter 2.7. Senior Citizens Property Tax 
Assistance 

History 
1 . Amendment reloeating seetion 1 95 1 3 from chapter 2.7 to chapter 2.6, subchapt- 
er 7. article 1 . deleting article 2 and article 3 headings and renumbering former 
section 19524 to section 18409 filed 4-24-2006; operative 1-1-2006 pursuant 
to Revenue and Taxation Code section 1 9591 (b)(2) ( Register 2006, No. 1 7). For 
prior history of sections 19526- 19540(c), see Registei"79, No. 33. 

§ 20501. "Medically Incapacitated" Defined. 

For purposes of Revenue and Taxation Code section 20563, the term 
"medically incapacitated" means an individual being unable to attend to 
his or her own personal needs and activities of daily life, including, but 
not limited to, matters such as their own personal hygiene or nutritional 
needs. 

NOTE: Authority cited: Sections 19503 and 20642, Revenue and Taxation Code. 
Reference: Sections 20501 and 20563, Revenue and Taxation Code. 

Hi. STORY 
1. New section filed 3-15-2005; operative 4-14-2005 (Register 2005, No. 11). 

§ 20502. "Substantially Equivalent to Property Taxes" 
Defined. 

For purposes of Revenue and Taxation Code section 20509, subdivi- 
sion (a), the term "substantially equivalent to property taxes" means pay- 
ments made in lieu of property taxes, as specified in Revenue and Taxa- 
tion Code section 20509. subdivision (a), must be at least 80 percent of 
the amount of property taxes assessed on a property of comparable as- 
sessed value without regard to any granted or applicable exemptions or 
exclusions granted by the property taxing authority. 
NOTE: Authority cited: Sections 19503 and 20642, Revenue and Taxation Code. 
Reference: Sections 20502 and 20509(a). Revenue and Taxation Code. 

History 
1 . New section filed 3-1 5-2005; operative 4-14-2005 (Register 2005, No. 1 1 ). 

§ 20503. Submission of Property Tax Bill. 

For purposes of Revenue and Taxation Code section 20561, the fol- 
lowing rules shall apply: 

(a) In the first year for which a claim for assistance is filed, the claimant 
that owns a residential dwelling must submit with the claim form a copy 
of the property tax bill for the residential dwelling for the qualifying year 
for which the assistance is claimed. 

(b) For all subsequent years for which the same owner files a claim for 
assistance with respect to the same property, no property tax bill need be 
filed. 

(c) In any case where there has been a change of residence, change of 
ownership after the tax bill referenced under subsection (a) was sub- 
mitted, or upon written request of the Franchise Tax Board to the claim- 
ant that such a bill be submitted for verification purposes, the rules of sub- 
sections (a) and (b) of this regulation shall not apply. 

(d) The provisions of this regulation shall apply to all claims for assis- 
tance filed on or after July 1 , 2003, for claims relating to the 2004 claim 
year." 

NOTE: Authority cited: Sections 19503, 20561(c) and 20642, Revenue and Taxa- 
tion Code. Reference: Sections 20503 and 20561(c), Revenue and Taxation Code. 

History 
1. New section filed 3-15-2005; operative 4-14-2005 (Register 2005, No. 11). 

§ 20504. Proof of Disability. 

(a) For purposes of Revenue and Taxation Code section 20561, a 
claimant that claims to be eligible based on being under age 62 and dis- 
abled but not blind shall submit with the claim form proof of disability 
in one of the following forms: 

( 1 ) Medicare Card, if receiving Social Security or Supplement Securi- 
ty Income benefits as a disabled person; 

(2) Social Security Award Letter (the letter notifying the claimant that 
they are qualified for Social Security or Supplemental Security Income 
benefits as a disabled person); 

(3) Supplement Security Income payment decision; or 



(4) Documentation accepted by a local, state, or federal agency to sup- 
port its determination of disability, as defined in Welfare and Institutions 
Code section 12050. 

NOTE: Authority cited: Sections 19503, 20561(c) and 20642. Revenue and Taxa- 
tion Code. Reference: Sections 20504 and 2056 1 (c). Revenue and Taxation Code. 

History 
1. New section filed 3-15-2005; operative 4-14-2005 (Register 2005, No. 1 1 ). 

§ 20505. Opportunity To Cure Deficiency. 

If a claimant fails to provide any of the documentation as required by 
sections 20501 through 20504 with the claim form, the Franchise Tax 
Board will notify the claimant of the defect and allow the claimant a rea- 
sonable opportunity to provide the documentation before the claim is de- 
nied. 

NOTE: Authority cited: Sections 19503, 20561(c) and 20642, Revenue and Taxa- 
tion Code. Reference: Sections 20505 and 20561(c), Revenue and Taxation Code. 

History 
1. New section filed 3-15-2005; operative 4-14-2005 (Register 2005, No. 11). 

§ 20561. Limitations on Homeowners and Renters 
Property Tax Assistance. 

(a) All eligibility requirements contained herein shall be applied with- 
out regard to the race, creed, color, gender, religion, or national origin of 
the individual applying for the public benefit related to Homeowners and 
Renters Property Tax Assistance. 

(b) Pursuant to Section 41 1 of the Personal Responsibility and Work 
Opportunity Reconciliation Act of 1996 (Pub. L. No. 104-193 (PRWO- 
RA)), (8 U.S.C. § 1621), and notwithstanding any other provision of the 
Senior Citizens Homeowners and Renters Property Tax Law, aliens who 
are not qualified aliens, nonimmigrant aliens under the Immigration and 
Nationality Act (INA) (8 U.S.C. § 1 101 er seq.), or aliens paroled into 
the United States under Section 212(d)(5) of the INA (8 U.S.C. 
§ 1 182(d)(5)) for less than one year, are not eligible to receive Home- 
owners and Renters Property Tax Assistance as set forth in Part 10.5 of 
the Revenue and Taxation Code. For purposes of this section, any assis- 
tance or payment provided under Part 10.5, Chapter 1, the Senior Citi- 
zens Homeowners and Renters Property Tax Law, is a State public bene- 
fit, as that term is used in Section 41 1 of PRWORA. 

(c) A qualified alien is an alien who, at the time he or she applies for, 
receives, or attempts to receive a public benefit, is, under Section 43 1 (b) 
and (c) of the PWRORA (8 U.S.C. § 1641(b) and (c)), any of the follow- 
ing: 

(1) An alien who is lawfully admitted for permanent residence under 
the INA (8 U.S.C. § 1101 et seq.). 

(2) An alien who is granted asylum under SecUon 208 of the INA (8 
U.S.C. § 1158). 

(3) A refugee who is admitted to the United States under Section 207 
of the INA (8 U.S.C. § 1157). 

(4) An alien who is paroled into the United States under Section 
212(d)(5) of the INA (8 U.S.C. § 1 182(d)(5)) for a period of at least one 
year. 

(5) An alien whose deportation is being withheld under Section 243(h) 
of the INA (8 U.S.C. § 1253(h)) (as in effect immediately before the ef- 
fective date of Section 307 of division C of Public Law 104—208) or Sec- 
tion 241 (b)(3) of such Act (8 U.S.C. § 1 25 1 (b)(3)) (as amended by Sec- 
tion 305(a) of division C of Public Law 104-208). 

(6) An alien who is granted conditional entry pursuant to Section 
203(a)(7) of the INA as in effect prior to April 1, 1980. (8 U.S.C. 
§ 1153(a)(7)) (See editorial note under 8 U.S.C. § 1101, "Effective 
Date of 1980 Amendment.") 

(7) An alien who is a Cuban or Haitian entrant (as defined in Section 
501(e) of the Refugee Education Assistance Act of 1980 (8 U.S.C. 
§ 1522 note)). 

(8) An alien who meets all of the conditions of subparagraphs (A), (B), 
(C), and (D) below: 

(A) The alien has been battered or subjected to extreme cruelty in the 
United States by a spouse or a parent, or by a member of the spouse's or 
parent's family residing in the same household as the alien, and the 
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spouse or parent of the alien consented to. or acquiesced in. such battery 
or cruelty. For purposes of this subsection, the term "battered or sub- 
jected to extreme cruelty" includes, but is not limited to. being the victim 
of any act or threatened act of violence, including any forceful detention, 
which results or threatens to result in physical or mental injury. Rape. 
molestation, incest (if the victim is a minor), or forced prostitution shall 
be considered acts of violence. 

(B) There is a substantial connection between such battery or cruelty 
and the need for the benefits to be provided in the opinion of the Franchise 
Tax Board. For purposes of this subsection, the following circumstances 
demonstrate a substantial connection between the battery or cruelty and 
the need for the benefits to be provided: 

1 . The benefits are needed to enable the alien to become self-sufficient 
following separation from the abuser. 

2. The benefits are needed to enable the alien to escape the abuser and/ 
or the community in which the abuser lives, or to ensure the safety of the 
alien from the abuser. 

3. The benefits are needed due to a loss of financial support resulting 
from the alien's separation from the abuser. 

4. The benefits are needed because the battery or cruelty, separation 
from the abuser, or work absences or lower job performance resulting 
from the battery or extreme cruelty or from legal proceedings relating 
thereto (including resulting child support, child custody, and divorce ac- 
tions) cause the alien to lose his or her job or to earn less or to require the 
alien to leave his or her job for safety reasons. 

5. The benefits are needed because the loss of a dwelling or source of 
income or fear of the abuser following separation from the abuser jeopar- 
dizes the alien's ability to care for his or her children (e.g.. inability to 
house, feed, or clothe children or to put children into day care for fear of 
being found by the abuser). 

(C) The alien has an approved petition or has a petition pending which 
sets forth a prima facie case for: 

1. status as a spouse or child of a United States citizen pursuant to 
clause (ii), (iii), or (iv) of Section 204(a)(1)(A) of the INA (8 U.S.C. 
§ 1154(a)(r)(A)(ii), (iii)or(iv)), 

2. classification pursuant to clause (ii) or (iii) of Section 204(a)(1)(B) 
of the INA (8 U.S.C. § 1154 a)(l)(B)(ii) or (iii)), 

3. suspension of deportation and adjustment of status pursuant to sec- 
tion 244(a)(3) of the INA (8 U.S.C. § 1 254) as in effect prior to April 1 , 
1997 [Pub. L. 104-208. sec. 501 (effective September 30. 1996, pursuant 
to sec. 591), Pub. L. 104-208. sec. 304 (effective April 1, 1997, pursuant 
to sec. 309): Pub. L. 105-33, sec. 5581 (effective pursuant to sec. 5582)] 
(incorrectly codified as "cancellation of removal under section 240A of 
such Act [8 uses sec. 1229b] (as in effect prior to April 1, 1997)", 

4. status as a spouse or child of a United States citizen pursuant to 
clause (i) of Section 204(a)(1)(A) of the INA (8 U.S.C. 
§ 1154(a)(l)(A)(i)) or classification pursuant to clause (i) of Section 
204(a)(1)(B) of the INA (8 U.S.C. § 1 154(a)(l)(B)(i)), or 

5. cancellation of removal pursuant to section 240A(b)(2) of the INA 
(8 U.S.C. § 1229b(b)(2)). 

(D) For the period for which benefits are sought, the individual respon- 
sible for the battery or cruelty does not reside in the same household or 
family eligibility unit as the individual subjected to the battery or cruelty. 

(9) An alien who meets all of the conditions of subparagraphs (A), (B), 
(C), (D) and (E) below: 

(A) The alien has a child who has been battered or subjected to extreme 
cruelty in the United States by a spouse or a parent of the alien (without 
the active participation of the alien in the battery or cruelty), or by a mem- 
ber of the spouse's or parent's family residing in the same household as 
the alien, and the spouse or parent consented or acquiesced to such bat- 
tery or cruelty. For purposes of this subsection, the term "battered or sub- 
jected to extreme cruelty" includes, but is not limited to being the victim 
of any act or threatened act of violence including any forceful detention, 
which results or threatens to result in physical or mental injury. Rape, 
molestation, incest (if the victim is a minor), or forced prostitution shall 
be considered acts of violence. 



(B) The alien did not actively participate in such battery or cruelty. 

(C) There is a substantial connection between such battery or cruelty 
and the need for the benefits to be provided in the opinion of the Franchise 
Tax Board. For purposes of this subsection, the following circumstances 
demonstrate a substantial connection between the battery or cruelty and 
the need for the benefits to be provided: 

1 . The benefits are needed to enable the alien's child to become self- 
sufficient following separation from the abuser. 

2. The benefits are needed to enable the alien's child to escape the 
abuser and/or the community in which the abuser lives, or to ensure the 
safety of the alien's child from the abuser. 

3. The benefits are needed due to a loss of financial support resulting 
from the alien's child's separation from the abuser. 

4. The benefits are needed because the battery or cruelty, separation 
from the abuser, or work absences or lower job performance resulting 
from the battery or extreme cruelty or from legal proceedings relating 
thereto (including resulting child support, child custody, and divorce ac- 
tions) cause the alien's child to lose his or her job or to earn less or to re- 
quire the alien's child to leave his or her job for safety reasons. 

5. The benefits are needed because the loss of a dwelling or source of 
income or fear of the abuser following separation from the abuser jeopar- 
dizes the alien's child's ability to care for his or her children (e.g.. inabil- 
ity to house, feed, or clothe children or to put children into a day care for 
fear of being found by the abuser). 

(D) The alien meets the requirements of subsection (c)(8)(C) above. 

(E) For the period for which benefits are sought, the individual respon- 
sible for the battery or cruelty does not reside in the same household or 
family eligibility unit as the individual subjected to the battery or cruelty. 

(10) An alien child who meets all of the conditions of subparagraphs 
(A), (B), and (C) below: 

(A) The alien child resides in the same household as a parent who has 
been battered or subjected to extreme cruelty in the United States by that 
parent's spouse or by a member of the spouse's family residing in the 
same household as the parent and the spouse consented or acquiesced to 
such battery or cruelty. For purposes of this subsection, the term "bat- 
tered or subjected to extreme cruelty" includes, but is not limited to, be- 
ing the victim of any act or threatened act of violence including any force- 
ful detention, which results or threatens to result in physical or mental 
injury. Rape, molestation, incest (if the victim is a minor), or forced pros- 
titution shall be considered acts of violence. 

(B) There is a substantial connection between such battery or cruelty 
and the need for the benefits to be provided in the opinion of the Franchise 
Tax Board. For purposes of this subsection, the following circumstances 
demonstrate a substantial connection between the battery or cruelty and 
the need for the benefits to be provided: 

1. The benefits are needed to enable the alien child's parent to become 
self-sufficient following separation from the abuser. 

2. The benefits are needed to enable the alien child's parent to escape 
the abuser and/or the community in which the abuser lives, or to ensure 
the safety of the alien child's parent from the abuser. 

3. The benefits are needed due to a loss of financial support resulting 
from the alien child's parent's separation from the abuser. 

4. The benefits are needed because the battery or cruelty, separation 
from the abuser, or work absences or lower job performance resulting 
from the battery or extreme cruelty or from legal proceedings relating 
thereto (including resulting child support, child custody, and divorce ac- 
tions) cause the alien child's parent to lose his or her job or to earn less 
or to require the alien child's parent to leave his or her job for safety rea- 
sons. 

5. The benefits are needed because the loss of a dweWing or source of 
income or fear of the abuser following separation from the abuser jeopar- 
dizes the alien child's parent's ability to care for his or her children (e.g., 
inability to house, feed, or clothe children or to put children into a day 
care for fear of being found by the abuser). 

(C) The alien child meets the requirements of subsection (c)(8)(C) 
above. 
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(d) For purposes of this section, "nonimmigrant" is defined the same 
as in Section 10i(a)(l.'S) of tiie INA (8 U.S.C. § 1101(a)(15)). 

(c) For purposes of establishing eligibility for Homeowners and Rent- 
ers Property Tax Assistance under Part 10.5, Chapter 1, of the Revenue 
and Taxation Code, all of the following shall apply: 

( 1 ) The applicant must declare himself or herself to be a citizen of the 
United States, a qualified alien under subsection (c), a nonimmigrant 
alien under subsection (d), or an alien paroled into the United States for 
less than one year under Section 212(d)(5) of the INA (8 U.S.C. 
i5 1182(d)(5)). The applicant shall declare that status in a claim for 
homeowner's or renter's assistance Form 9000 or 9000R in such manner 
and form as the Franchise Tax Board may prescribe. This form shall con- 
tain a declaration under penalty of perjury, which must be executed by 
the applicant. The Franchise Tax Board may require any other evidence, 
documents or information from the applicant it deems relevant as may be 
necessary to carry out the provisions of PRWORA, this Section and Part 
10.5 of the Revenue and Taxation Code, as well as to verify information 
and declaration(s) set forth in the Form 9000 or 9000R. 

(2) If requested by the Franchise Tax Board, the applicant must present 
documents of a type acceptable to the Immigration and Naturalization 
Services (INS) which serve as reasonable evidence of the applicant's de- 
clared status. The Franchise Tax Board may identify acceptable docu- 
ments within forms and instructions. 

(3) The Franchise Tax Board may compare and verify information and 
documents, including declared status, with information and documents 
obtained by any other Federal, state or local governmental agency, de- 
partment or administrative body as it determines necessary to accomplish 
the purposes of PRWORA, and this verification shall serve as reasonable 
evidence of the alien's declared immigration status. If an applicant has 
been verified by another Federal, state or local governmental agency, de- 
partment or administrative body to be a United States citizen or qualified 
alien, nonimmigrant alien under the Immigration and Nationality Act 
(INA)(8U.S.C. § 1101 ^/.sf-^.), or an alien paroled into the United States 
under Section 2 1 2(d)(5) of the INA (8 U.S.C. § 1 1 82(d)(5)) for less than 
one year, the Franchise Tax Board, upon receipt or confirmation of that 
determination from the other agency, department or administrative body, 
may, in its discretion, rely on that determination for establishing eligibil- 
ity of that applicant under PRWORA with respect to Homeowners and 
Renters Property Tax Assistance. For purposes of this Section, a state 
agency shall have the same meaning as set forth in paragraph (2) of subdi- 
vision (b) of Section 1 1346.3 of the Government Code. 

(4) Where authorized by the INS and following a determination of the 
Franchise Tax Board to use INS, the documentation presented by an alien 
as reasonable evidence of the alien's declared immigration status shall be 
submitted to the INS for verification through the Systematic Alien Verifi- 
cation for Entitlements (SAVE) system procedures as follows: 

(A) Unless the primary SAVE system is unavailable for use, the prima- 
ry SAVE system verification shall be used to access the biographical/im- 
migration status computer record contained in the Alien Status Verifica- 
tion Index maintained by the INS when the Franchise Tax Board elects 
to utilize the INS to verify documentation and alien status with respect 
to any alien. The Franchise Tax Board may utilize another state agency 
as an intermediary to obtain information from the INS to verify the status 
of any alien who claims to be a qualified alien and who presents an INS- 
issued document that contains an alien registration or alien admission 
number. 

(B) In any of the following cases, the secondary SAVE system verifi- 
cation procedure may be used to forward copies of original INS docu- 
ments evidencing an alien's status as a qualified alien, as a nonimmigrant 
alien under the INA, or as an alien paroled into the United States under 
Section 212(d)(5) of the INA (8 U.S.C. § 1 182(d)(5)) for less than one 
year: 

1 . The primary SAVE system is unavailable for verification following 
the determination of the Franchise Tax Board to utilize the INS to verify 
documentation. 



2. A primary check of the Alien Status Verification Index instructs the 
Franchise Tax Board to "institute secondary verification." 

3. The document presented indicates immigration status but does not 
include an alien registration or alien admission number. 

4. The Alien Status Verification Index record includes the alien regis- 
tration or admission number on the document presented by the alien but 
does not match other information contained in the document. 

5. The document is suspected to be counterfeit or to have been altered. 

6. The document includes an alien registration number in the A60 000 
000 (not yet issued) or A80 000 000 (illegal border crossing) series. 

7. The document is a fee receipt from INS for replacement of a lost, 
stolen, or unreadable INS document. 

8. The document is one of the following: an INS Form 1- 1 8 1 b notifica- 
tion letter issued in connection with an INS Form 1-181 Memorandum 
of Creation of Record of Permanent Residence, an Arrival-Departure 
Record (INS Form 1-94) or a foreign passport stamped "PROCESSED 
FOR 1-55 1 , TEMPORARY EVIDENCE OF LAWFUL PERMANENT 
RESIDENCE" that INS issued more than one year before the date of 
application for Homeowners and Renters Property Tax Assistance. 

(5) Where verification is not accomplished as set forth in Subsections 
(3) or (4) above, if the documents presented do not on their face reason- 
ably appear to be genuine or to relate to the individual presenting them, 
the government entity that originally issued the document shall be con- 
tacted for verificauon. With regard to naturalized citizens and derivative 
citizens presenting certificates of citizenship and aliens, the INS is the ap- 
propriate government entity to contact for verification. The Franchise 
Tax Board, or any party with which it may rely upon for assistance in 
complying with this Section and PRWORA, shall request verification by 
the INS by filing INS Form G-845 with copies of the pertinent docu- 
ments provided by the applicant with the local INS office. If the applicant 
has lost his or her original documents, or presents expired documents or 
is unable to present any documentation evidencing his or her immigra- 
tion status, the applicant shall be referred to the local INS office to obtain 
documentation. 

(6) If the INS advises that the applicant has citizenship status or immi- 
gration status which makes him or her a qualified alien, a nonimmigrant 
alien under the INA, or alien paroled for less than one year under section 
212(d)(5) of the INA, the INS verification shall be accepted. If the INS 
advises that it cannot verify that the applicant has citizenship status or an 
immigration status that makes him or her a qualified ahen, a nonimmi- 
grant alien under the INA, or an alien paroled for less than one year under 
section 212(d)(5) of the INA, benefits shall be denied and the applicant 
notified pursant to the regular procedures of his or her rights to appeal the 
denial of benefits under the Senior Citizens Homeowners and Renters 
Property Tax Law. 

(7) Provided that the alien has submitted a completed claim for home- 
owner's or renter's assistance Form 9000or9000R signed under penalty 
of perjury, eligibility for Homeowners and Renters Property Tax Assis- 
tance shall not be denied, reduced or terminated while the status of the 
alien is verified. State employees may review documents pertaining to 
citizenship. 

(8) The Franchise Tax Board, in its discretion with respect to any 
applicant, may accept photocopies of documents pertaining to declared 
alienage or citizenship. 

(f) Pursuant to Section 434 of the PRWORA (8 U.S.C. § 1 644), where 
the Franchise Tax Board reasonably believes that an alien is unlawfully 
in the Slate based on the failure of the alien to provide reasonable evi- 
dence of the alien's declared status, after an opportunity to do so. said 
alien shall be reported to the Immigration and Naturalization Service. 

(g) Any applicant who is determined to be ineligible pursuant to sub- 
secfion (b) and (e) or who was made eligible for Homeowners and Rent- 
ers Property Tax Assistance whose services are terminated, suspended, 
or reduced pursuant to subsections (b) and (e), is entitled to a hearing, 
pursuant to Section 20645 of Ihe CaMornia Revenue and Taxation Code. 
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Chapter 3. Bank and Corporation Tax 

(Originally Printed June. 1952) 

Preface 

The Bank and Corporation Tax Law (containing the former provisions 
of the Bank and Corporation Franchise Tax Act and the Corporation In- 
come Tax Act) was enacted hy Chapter 557, Statutes of 1949. and be- 
came effective July 1 . 1 95 1 , as Part 1 1 of Division 2 of the Revenue and 
Taxation Code. The original provisions of the predecessor acts are con- 
tinued as a part of the Revenue and Taxation Code as though they had 
been in code form since the date of their enactment. 

In the codification of the prior acts, duplicating sections applicable to 
both acts were eliminated. In code form all sections are applicable to tax 
payers under either taxing chapter (2 or 3) unless specifically limited in 
application. These regulations are equally applicable to taxpayers under 
either Chapter 2 or Chapter 3. unless similarly limited by specific lan- 
guage in the regulation. 

The following regulations are applicable in the interpretation of the 
sections of the Bank and Corporation Tax Law or comparable provisions 
of the prior acts to which such regulations apply and during the periods 
such provisions of that law or prior acts were in effect. 



For comparable federal regulations see table in Appendix. 

The regulations issued by this department and other stale agencies are 
compiled by the Office of Administrative Hearings and published in the 
California Administrative Code and Register; the regulations contained 
in this register are distributed by the Office of Procurement, Documents 
Section 8141 Elder Creek Road, Sacramento, California 95820. 
NOTt:: Authority cited for Subchapter 3: Section 2.^422. Revenue and Taxation 
code. 

History 

1 . Former Bank and Corporation Franchise Tax and Corporation Income Tax regu- 
lations were originally printed 4-.3-48 as Subchapter ].5: repealer thereof was 
filed 2-18-52 as an emergency designated to be effective on the thirtieth day 
thereafter and declared not applicable to any period prior to 7-1-51 (Register 
27, No. 4). 

2. Subchapter ?> filed 6-28-52 as an emergeney ; designated to be effective 7 1-51 
(Register 29, No. 1). 

.3. Repealer of chapter 3 (subchapters i-15, sections 23002-26422). For prior his- 
tory, see Registers 70, No. 12; 71. No. 2; 71, No. 30; 73 No. 28; and 80, No. 8. 



Chapter 3.1. Taxpayer Bill of Rights 
[Reserved.] 

History 
1. Change without regulatory effect adding new chapter 3.1 (reserved) filed 
1 1-23-98 pursuant to Government Code section 1 1.343.4(d) (Register 98, No. 
48). 
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Chapter 3.5. Bank and Corporation Tax 
(Taxable Years Beginning After 12-31-54) 

Preface 

The Bank and Corporation Tax Law (containing the former provisions 
of the Bank and Corporation Franchise Tax Act and the Corporation In- 
come Tax Act) was enacted by Chapter 557, Statutes of 1949, and be- 
came effective July 1 , 1 95 1 , as Part II of Division 2 of the Revenue and 
Taxation Code. The original provisions of the predecessor acts are con- 
tinued as a part of the Revenue and Taxation Code as though they had 
been in code form since the date of their enactment. 

In the codification of the prior acts, duplicating sections applicable to 
both acts were eliminated. In code form all sections are applicable to tax- 
payers under either taxing chapter (2 or 3) unless specifically limited in 
application.. These regulations are equally applicable to taxpayers under 
either Chapter 2 or Chapter 3, unless similarly limited by specific lan- 
guage in the regulation. 

In 1 955 the Legislature (Chapter 938 and 1 590) completely revised the 
taxing provisions of the Bank and Corporation Tax Law so that the lan- 
guage of the sections adopted and their sequence would conform to the 
Internal Revenue Code of 1954. However, in enacting such law many 
provisions of he Internal Revenue code were omitted. Also as a part of 
such revision the law which was in effect prior to January 1, 1955, was 
designated the "Bank and Corporation Tax Law of 1954." Accordingly, 
when referring to the law which was in effect prior to January 1 , in order 
to distinguish between existing law and former law, after the section 
number add, "Bank and Corporation Tax Law of 1954." 

The following regulations are applicable to income years commencing 
after December 31, 1954, except as otherwise specifically stated in the 
text of the regulations. The regulation numbers are the same as the sec- 
tions of the Bank and Corporation Tax Law which are being implem- 
ented, interpreted or made specific. 

The regulations issued by this department and other state agencies are 
now being published by the Division of Administrative Procedure in the 
California Administrative Code and Register; the regulations issued by 
this department relating to the Bank and Corporation Tax Law are con- 
tained in Subchapter 3.5 of Chapter 3 of Title 1 8 of the California Admin- 
istrative Code and are distributed by the Printing Division, Documents 
Section, North Seventh and Richards Boulevard, Sacramento, Califor- 
nia. 

The regulations issued by the department relating to the "Bank and 
Corporation Tax Law of 1 954," are contained in Subchapter 3 of Chapter 
3 of Title 18 of the California Administrative Code. 



Subchapter 1. General Provisions and 
Definitions 



Article 1. General Provisions 

Note.- Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New Section filed 9-19-69; effective thirtieth day thereafter (Register 69, No. 
38). 

2. Repealer of Article 1 (Section 23002) filed 9-3-82; effective thirtieth day there- 
after (Register 82, No. 37). 



Article 2. Definitions 



§ 23037. "Taxpayer," Defined. 

The term "taxpayer" includes persons and banks subject to tax under 
Chapter 2, Chapter 2.5 or Chapter 3 of the Bank and Corporation Tax 
Law. 



"Person" includes any association, corporation, business trust, or or- 
ganization of any kind. It also includes trustee, trustee in bankruptcy, re- 
ceiver, executor, administrator, or assignee. 

Note. Authority cited: Section 26422. Revenue and Taxation Code. Reference: 
Section 23037, Revenue and Taxation Code. 

History 

1. New section filed 9-19-69; effective thirtieth day thereafter (Register 69. No. 
38). 

2. Amendment filed 9-3-82: effective thirtieth day thereafter (Register 82, No. 

37). 

§ 23038(a). "Corporation" Defined. 

( 1 ) Scope of Definition. The term "corporation" applies to all corpora- 
tions, other than corporations specifically exempt under Article 1 , Chap- 
ter 4, or under the provisions of Article XIII of the Constitution of the 
State of California. Corporations and limited liability companies classi- 
fied as an association for California income and franchise tax purposes 
which ai'e qualified to do or are "doing business" in this State, and domes- 
tic corporations not otherwise taxed under this part, are subject to the tax 
imposed under Chapter 2. See Sections 23028 and 23151-23155 of the 
Revenue and Taxation Code and Reg. §23151. Unless specifically ex- 
empted, foreign corporations engaged exclusively in interstate com- 
merce, holding companies and unincorporated associations are subject 
to the tax imposed under Chapter 3 on income derived from sources with- 
in this State. See Reg. §23501 and Reg. §23504. 

Generally, banks are included in the definition of "corporation," but 
they are taxable in a different manner. The law contains special provi- 
sions for determining and computing the rate and applicable provisions. 

(2) Corporations Under Chapter 3. For the purpose of the tax imposed 
under Chapter 3 the term "corporation" is not limited to incorporated bo- 
dies, nor does it include all incorporated bodies. Banking associations are 
excluded from the meaning of the term, and associations, business trusts, 
and other business entities classified as associations under Regs. 
§23038(b)-l to §23038(b)-3 are included in its meaning. 

(3)(A) Ordinary trusts. In general, the term "trust," as used in the Per- 
sonal Income Tax Law, refers to an arrangement created by a will or by 
an inter vivos declaration whereby trustees take title to the property for 
the purpose of protecting or conserving it for the beneficiaries under the 
ordinary rules applied in chancery and probate courts. The beneficiaries 
of such a trust generally do no more than accept the benefits thereof and 
are not the voluntary planners or creators of the trust arrangement. How- 
ever, the beneficiaries of such a trust may be the persons who create it and 
it will be recognized as a trust under the Revenue and Taxation Code if 
it was created for the purpose of protecting or conserving the trust proper- 
ty for beneficiaries who stand in the same relation to the trust as they 
would if the trust had been created by others for them. Generally speak- 
ing, an arrangement will be treated as a trust under the Revenue and Taxa- 
tion Code if it can be shown that the purpose of the arrangement is to vest 
in trustees responsibility for the protection and conservation of property 
for beneficiaries who cannot share in the discharge of this responsibility 
and, therefore, are not associates in a joint enterprise for the conduct of 
business for profit. 

(B) Business trusts. There are arrangements which are known as trusts 
because the legal title to property is conveyed to trustees for the benefit 
of beneficiaries, but which are not classified as trusts for purposes of the 
Revenue and Taxation Code because they are not simply arrangements 
to protect or conserve the property for beneficiaries. These trusts, which 
are often known as business or commercial trusts, generally are created 
by the beneficiaries simply as a device to carry on a profit-making busi- 
ness which normally would have been carried on through business orga- 
nizations that are classified as corporations or partnerships under the 
Revenue and Taxation Code. However, the fact that the corpus of the trust 
is not supplied by the beneficiaries is not sufficient reason in itself for 
classifying the arrangement as an ordinary trust rather than an association 
or a partnership. The fact that any organization is technically cast in the 
trust form, by conveying title to property to trustees for the benefit of per- 
sons designated as beneficiaries, will not change the real character of the 
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organization if the organization is more properly classified as a business 
endty under Reg. §23038(b)-2. 

(C) Certain investment trusts. An "investment" trust will not be classi- 
fied as a trust if there is a power under the trust agreement to vary the in- 
vestment of the certificate holders. An investment trust with a single class 
of ownership interests, representing undivided beneficial interests in the 
assets of the trust, will be classified as a trust if there is no power under 
the trust agreement to vary the investment of the certificate holders. An 
investment trust with multiple classes of ownership interests will ordi- 
narily be classified as an association or a partnership under Reg. 
§23038(b)-3; however, an investment trust with multiple classes of own- 
ership interests, in which there is no power under the trust agreement to 
vary the investment of the certificate holders, will be classified as a trust 
if the trust is formed to facilitate direct investment in the assets of the trust 
and the existence of multiple classes of ownership interests is incidental 
to that purpose. 

(D) Liquidating taists. Certain organizations which are commonly 
known as liquidating trusts are treated as trusts for purposes of the Reve- 
nue and Taxation Code. An organization will be considered a liquidating 
trust if it is organized for the primary purpose of liquidating and distribut- 
ing the assets transferred to it, and if its activities are all reasonably neces- 
sary to, and consistent with, the accomplishment of that purpose. A liqui- 
dating trust is treated as a trust for purposes of the Revenue and Taxation 
Code because it is formed with the objective of liquidating particular as- 
sets and not as an organization having as its purpose the carrying on of 
a profit-making business which normally would be conducted through 
business organizations classified as corporations or partnerships. How- 
ever, if the liquidation is unreasonably prolonged or if the liquidation 
purpose becomes so obscured by business activities that the declared pur- 
pose of liquidation can be said to be lost or abandoned, the status of the 
organization will no longer be that of a liquidating trust. Bondholders' 
protective committees, voting trusts, and other agencies formed to pro- 
tect the interests of security holders during insolvency, bankruptcy, or 
corporate reorganization proceedings are analogous to liquidating trusts, 
but if subsequently utilized to further the control or profitable operation 
of a going business on a permanent continuing basis, they will lose their 
classification as trusts for purposes of the Revenue and Taxation Code. 

(E) Environmental remediation trusts. 1. An environmental remedi- 
ation trust is considered a trust for purposes of the Revenue and Taxation 
Code. For purposes of this subsection (E), an organization is an environ- 
mental remediation trust if the organization is organized under state law 
as a trust; the primary purpose of the trust is collecting and disbursing 
amounts for environmental remediation of an existing waste site to re- 
solve, satisfy, mitigate, address, or prevent the liability or potential liabil- 
ity of persons imposed by federal, state, or local environmental laws; all 
contributors to the trust have (at the time of contribution and thereafter) 
actual or potential liability or a reasonable expectation of liability under 
federal, state, or local environmental laws for environmental remediation 
of the waste site; and the trust is not a qualified settlement fund within the 
meaning of Treas. Reg. § 1.468B-l(a), as apphcable for Cahfomia in- 
come and franchise tax purposes pursuant to Sections 2305 1 .5 and 24693 
of the Revenue and Taxation Code. An environmental remediation trust 
is classified as a trust because its primary purpose is environmental reme- 
diation of an existing waste site and not the carrying on of a profit-mak- 
ing business that normally would be conducted through business organi- 
zations classified as corporations or partnerships. However, if the 
remedial purpose is altered or becomes so obscured by business or in- 
vestment activities that the declared remedial purpose is no longer con- 
troUing, the organization will no longer be classified as a trust. For pur- 
poses of this subsection (E), environmental remediation includes the 
costs of assessing environmental conditions, remedying and removing 
environmental contamination, monitoring remedial activities and the re- 
lease of substances, preventing future releases of substances, and collect- 
ing amounts from persons liable or potentially liable for the costs of these 
activities. For purposes of this subsection (E), persons have potential li- 



ability or a reasonable expectation ofliability under federal, state, or local 
environmental laws for remediation of the existing waste site if there is 
authority under a federal, state, or local law that requires or could reason- 
ably be expected to require such persons to satisfy all or a portion of the 
costs of the environmental remediation. 

2. Each contributor (grantor) to the trust is treated as the owner of the 
portion of the trust contributed by that grantor under rules provided in 
Section 677 of the Internal Revenue Code and Treas. Reg. 
§ 1.677(a)- 1(d). as applicable for Cahfornia income and franchise tax 
purposes pursuant to Sections 17024.5 and 17731 of the Revenue and 
Taxation Code. Section 677 of the Internal Revenue and Taxation Code 
and Treas. Reg. §1.677(a)-l(d) provide rules regarding the treatment of 
a grantor as the owner of a portion of a trust applied in discharge of the 
grantor's legal obligation. Items of income, deduction, and credit attrib- 
utable to an environmental remediation trust are not reported by the trust 
on California income tax return of the trust (Form 541 or any successor 
form), but are shown on a separate statement to be attached to that form. 
See Treas. Reg. § 1 .67 l-4(a). The trustee must also furnish to each grant- 
or a statement that shows all items of income, deduction, and credit of the 
trust for the grantor's taxable year attributable to the portion of the trust 
treated as owned by the grantor. The statement must provide the grantor 
with the information necessary to take the items into account in comput- 
ing the grantor's taxable income, including information necessary to de- 
termine the federal tax treatment of the items (for example, whether an 
item is a deductible expense under Section 162(a) of the Internal Revenue 
Code, as applicable for California income and franchise tax purposes, or 
a capital expenditure under Section 263(a) of the Internal Revenue Code, 
as applicable for California income and franchise tax purposes) and how 
the item should be taken into account under the economic performance 
rules of Section 461(h) of the Internal Revenue Code and the regulations 
thereunder, as applicable for California income and franchise tax pur- 
poses pursuant to Sections 17024.5. 17551, 23051.5, and 24681 of the 
Revenue and Taxation Code. See Treas. Reg. §1 .461-4 for rules relating 
to economic performance. 

3. All amounts contributed to an environmental remediation trust by 
a grantor (cash-out grantor) who, pursuant to an agreement with the other 
grantors, contributes a fixed amount to the trust and is relieved by the oth- 
er grantors of any further obligation to make contributions to the trust, but 
remains liable or potentially liable under the applicable environmental 
laws, will be considered amounts contributed for remediation. An envi- 
ronmental remediation trust agreement may direct the trustee to expend 
amounts contributed by a cash-out grantor (and the earnings thereon) be- 
fore expending amounts contributed by other grantors (and the earnings 
thereon). A cash-out grantor will cease to be treated as and owner of a 
portion of the trust when the grantor's portion is fully expended by the 
trust. 

Effective Date: This regulation applies to taxable or income years be- 
ginning on or after January 1, 1997. 

NOTE: Authority cited: Sections 19503 and 23038, Revenue and Taxation Code. 
Reference: Sections 17024.5, 17551, 17731, 17954, 23038, 23040, 23051.5, 
24651, 24667, 24668.1, 24672, 24673, 24681 and 24693, Revenue and Taxation 
Code. 

History 

1. New section filed 7-13-73; effective thirtieth day thereafter (Register 73, No. 
28). 

2. Amendment of section and Note filed 4-3-96; operative 5-3-96 (Register 96, 
No. 14). 

3. Amendment of section and Note filed 1-9-98; operative 1-9-98 pursuant to 
Government Code section 1 1343.4(d) (Register 98, No. 2). 

§ 23038(b). Associations. 

NOTE: Authority cited for Subchapter 3.5: Section 26422, Revenue and Taxation 
Code. 

History 

1. Subchapter 3.5 (beginning with Reg. 23151-23154) filed 1-7-58; effective 
thirtieth day thereafter (Register 58, No. 1). 

2. New section filed 1 1-13-62; effective thirtieth day thereafter (Resister 62. No. 

23). 
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3. Renumbering from Seetion 23038 and amendment filed 7-13-73: effective thir- 
tieth day thereafter (Register 73, No. 28). 

4. Kditorial con-ection of subsection (2)(B) (Register 95, No. 42). 

.5. Repealer filed 1 -9-98; operative 1-9-98 pursuant to Government Code section 
1 1 .343.4(d) (Register 98, No. 2). 



§ 23038(b)-1 . Classification of Organizations for California 
Income and Franchise Tax Purposes. 

(a) Organizations for California income and franchise tax pur- 
poses—I 1) In general. The Revenue and Taxation Code prescribes the 
classification of various organizations for California income and fran- 
chise tax purposes. Whether an organization is an entity separate from its 
owners for California income and franchise tax purposes is a matter of 
California income and franchise tax law and does not depend on whether 
the organization is recognized as an entity under local law. 

(2) Certain joint undertakings give rise to entities for California in- 
come and franchise tax purposes. A joint venture or other contractual ar- 
rangement may create a separate entity for California income and fran- 
chise tax purposes if the participants carry on a trade, business, financiaJ 
operation, or venture and divide the profits therefrom. For example, a 
separate entity exists for California income and franchise tax purposes if 
co-owners of an apartment building lease space and in addition provide 
services to the occupants either directly or through an agent. Neverthe- 
less, a joint undertaking merely to share expenses does not create a sepa- 
rate entity for Caiifomia income and franchise tax purposes. For exam- 
ple, if two or more persons jointly construct a ditch merely to drain 
surface water from their properties, they have not created a separate enti- 
ty for California income and franchise tax purposes. Similarly, mere co- 
ownership of property that is maintained, kept in repair, and rented or 
leased does not constitute a separate entity for California income and 
franchise tax purposes. For example, if an individual owner, or tenants 
in common, of farm property lease it to a farmer for a cash rental or a share 
of the crops, they do not necessarily create a separate entity for California 
income and franchise tax purposes. 

(3) Certain local law entities not recognized. An entity formed under 
local law is not always recognized as a separate entity for California in- 
come and franchise tax purposes. For example, an organization wholly 
owned by a state is not recognized as a separate entity for California in- 
come and franchise tax purposes if it is an integral part of the State. Simi- 
larly, tribes incorporated under section 17 of the Indian Reorganization 
Act of 1934, as amended, 25 U.S.C. §477, or under section 3 of the Okla- 
homa Indian Welfare Act, as amended, 25 U.S.C. §503, are not recog- 
nized as separate entities for California income and franchise tax pur- 
poses. 

(4) Single owner organizations. Under Regs. §23038(b)-2 and 
§23038(b)-3, certain organizations that have a single owner can choose 
to be recognized or disregarded as entities separate from their owners, 
subject to certain statutory provisions which recognize the existence of 
otherwise disregarded entities for certain purposes including the tax and 
fee of a limited company under Sections 17941 and 17942 of the Revenue 
and Taxation Code, the return filing requirements of a limited liability 
company under Section 18633.5 of the Revenue and Taxation Code, and 
the credit limitations of a disregarded entity under Sections 17039 and 
23036 of the Revenue and Taxation Code. 

(b) Classification of organizations. The classification of organizations 
that are recognized as separate entities is determined under Regs. 
§23038(b)-2, §23038(b)-3, and §23038(a)(3) unless a provision of the 
Revenue and Taxation Code (such as section 860A of the Internal Reve- 
nue Code addressing Real Estate Mortgage Investment Conduits (REM- 
ICs), as applicable for California purposes pursuant to section 24870 of 
the Revenue and Taxation Code) provides for special treatment of that 
organization. For the classification of organizations as trusts, see Reg. 
§23038(a)(3). That regulation provides that trusts generally do not have 
associates or an objective to carry on business for profit. Regulations 
§23038(b)-2 and §23038(b)-3 provide rules for classifying organiza- 
tions that are not classified as trusts. 



(c) Qualified cost sharing arrangements. A qualified cost sharing ar- 
rangement that is described in Treas. Regs. §1.482-7 and any arrange- 
ment that is treated by the Commissioner as a qualified cost sharing ar- 
rangement under Treas. Reg. §1.482-7, as applicable for California 
income and franchise tax purposes pursuant to Sections 2305 1 .5 and 
24725 of the Revenue and Taxation Code (except as provided in Article 
1.5 of Chapter 17 of the Bank and Corporation Tax Law, commencing 
with Section 25101 of the Revenue and Taxation Code), is not recog- 
nized as a separate entity for purposes of the Revenue and Taxation Code. 
See Treas. Regs § 1 .482-7 for the proper treatment of qualified cost shar- 
ing arrangements. 

(d) Domestic and foreign entities. For purposes of this regulation and 
Regs. §23038(b)-2 and §23038(b)-3, an entity is a domestic entity if it 
is created or organized in the United States or under the laws of the United 
States or of any state; an entity is foreign if it is not domestic. 

(e) State. For purposes of this regulation and Reg. §23038(b)-2, the 
term state includes the District of Columbia. 

(f) Effective date. This regulation is effective for taxable or income 
years commencing on or after January 1, 1997. 

NOTE: Authority cited: Sections 19503 and 23038, Revenue and Taxation Code. 
Reference: Sections 17039, 17941, 18633.5. 23036 and 23038, Revenue and Tax- 
ation Code. 

History 

1 . New section filed 1-9-98; operative 1-9-98 pursuant to Government Code sec- 
tion 11343.4(d) (Register 98, No. 2). 

§ 23038(b)-2. Business Entities; Definitions. 

(a) Business entities. For purposes of this regulation and Reg. 
§23038(b)-3, a business entity is any entity recognized for California in- 
come and franchise tax purposes (including an entity with a single owner 
that may be disregarded as an entity separate from its owner under Reg. 
§23038(b)-3 that is not properiy classified as a trust under Reg. 
§23038(a)(3) or otherwise subject to special treatment under the Reve- 
nue and Taxation Code. A business entity with two or more members is 
classified for California income and franchise tax purposes as either a 
corporation or a partnership. A business entity with only one owner is 
classified as an association taxable as a corporation or is disregarded; if 
the entity is disregarded, its activities are treated in the same manner as 
a sole proprietorship, branch, or division of the owner. 

(b) Corporations. For purposes of the tax imposed under Chapter 3 of 
the Revenue and Taxation Code (commencing with Revenue and Taxa- 
tion Code section 23501), the term corporation includes — 

( 1 ) A business entity organized under a federal or state statute, or under 
a statute of a federally recognized Indian tribe, if the statute describes or 
refers to the entity as incorporated or as a corporation, body corporate, 
or body politic; 

(2) An association (as determined under Reg. §23038(b)-3); 

(3) A business entity organized under a state statute, if the statute de- 
scribes or refers to the entity as a joint-stock company or joint-stock as- 
sociation; 

(4) [reserved]; 

(5) [reserved]; 

(6) [reserved]; 

(7) A business entity that is taxable as a corporation under a provision 
of the Revenue and Taxation Code other than subdivision (b) of Section 
23038; and 

(8) Certain foreign entities — (A) In general. Except as provided in 
subsections (b)(8)(B) and (d) of this regulation, the following business 
entities formed in the following jurisdictions: 

American Samoa, Corporation 
Argentina, Sociedad Anonima 
Australia, Public Limited Company 
Austria, Aktiengesellschaft 
Barbados, Limited Company 
Belgium, Societe Anonyme 
Belize, Public Limited Company 
Bolivia, Sociedad Anonima 
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Brazil, Sociedade Anonima 

Canada, Corporation and Company 

Chile, Sociedad Anonima 

People's Republic ot China, Gufen Youxian Gongsi 

Republic of China (Taiwan), Ku-fen Yu-hsien Kung-szai 

Columbia, Sociedad Anonima 

Costa Rica, Sociedad Anonima 

Cypnis, Public Limited Company 

Czech Republic, Akciova Spolecnost 

Denmark, Aktieselskab 

Ecuador, Sociedad Anonima or Compania Anonima 

Egypt, Sharikat Al-Mossahamah 

El Salvador, Sociedad Anonima 

Finland, Osakeyhtio/Aktiebolag 

France, Societe Anonyme 

Germany, Aktiengesellschaft 

Greece, Anonymos Etairia 

Guam, Corporation 

Guatemala, Sociedad Anonima 

Guyana, Public Limited Company 

Honduras, Sociedad Anonima 

Hong Kong, Public Limited Company 

Hungary, Reszvenytarsasag 

Iceland, Hlutafelag 

India, Public Limited Company 

Indonesia, Perseroan Terbuka 

Ireland. Public Limited Company 

Israel, Public Limited Company 

Italy, Societa per Azioni 

Jamaica, PubHc Limited Company 

Japan, Kabushiki Kaisha 

Kazakstan, Ashyk Akisionerlik Kogham 

Republic of Korea, Chusik Hoesa 

Liberia, Corporation 

Luxembourg, Societe Anonyme 

Malaysia, Berhad 

Malta, Partnership Anonyme 

Mexico, Sociedad Anonima 

Morocco, Societe Anonyme 

Netherlands, Naamloze Vennootschap 

New Zealand, Limited Company 

Nicaragua, Compania Anonima 

Nigeria, Public Limited Company 

Northern Mariana Islands, Corporation 

Norway, Aksjeselskap 

Pakistan, Public Limited Company 

Panama, Sociedad Anonima 

Paraguay, Sociedad Anonima 

Peru, Sociedad Anonima 

Philippines, Stock Corporation 

Poland, Spolka Akcyjna 

Portugal, Sociedade Anonima 

Puerto Rico, Corporation 

Romania, Societe pe Actiuni 

Russia, Otkrytoye Aktsionemoy Obshchestvo 

Saudi Arabia, Sharikat AI-Mossahamah 

Singapore, Public Limited Company 

Slovak Republic, Akciova Spolocnost 

South Africa, PubUc Limited Company 

Spain. Sociedad Anonima 

Surinam, Naamloze Vennootschap 

Sweden, Publika Aktiebolag 

Switzerland, Aktiengesellschaft 

Thailand, Borisat Chamkad (Mahachon) 

Trinidad and Tobago, Public Limited Company 

Tunisia, Societe Anonyme 



Turkey, Anonim Sirket 

Ukraine, Aktsionerne Tovaristvo Vidkritogo Tipu 

United Kingdom, Public Limited Company 

United States Virgin Islands, Corporation 

Uruguay, Sociedad Anonima 

Venezuela, Sociedad Anonima or Compania Anonima 

(B) Exceptions in certain cases. The following entities will not be 
treated as corporations under subsection (b)(8)(A) of this regulation: 

1. With regard to Canada, any corporation or company formed under 
any federal or provincial law which provides that the liability of all of the 
members of such corporation or company will be unlimited; and 

2. With regard to India, a company deemed to be a public limited com- 
pany solely by operation of Section 43A(1) (relating to corporate ovvner- 
ship of the company). Section 43A(1A) (relating to annual average turn- 
over), or Section 43A(1B) (relating to ownership interests in other 
companies) of the Companies Act, 1956 (or any combination of these), 
provided that the organizational documents of such deemed pubHc lim- 
ited company continue to meet the requirements of Section 3( 1 )(iii) of the 
Companies Act, 1956. 

(C) Public companies. With regard to Cyprus, Hong Kong, Jamaica, 
and Trinidad and Tobago, the term public limited company includes any 
limited company which is not a private limited company under the laws 
of those jurisdictions. 

(D) Limited companies. Any reference to a limited company (whether 
public or private) in subsection (b)(8)(A) of this regulation includes, as 
the case may be, companies limited by shares and companies limited by 
guarantee. 

(E) Multilingual countries. Different linguistic renderings of the name 
of an entity listed in subsection (b)(8)(A) of this regulation shall be disre- 
garded. For example, an entity formed under the laws of Switzerland as 
a Societe Anonyme will be a corporation and treated in the same manner 
as an Aktiengesellschaft. 

(c) Other business entities. ( 1 ) For California income and franchise tax 
purposes, the term partnership means a business entity that is not a corpo- 
ration under subsection (b) of this regulation and that has at least two 
members. 

(2) Wholly owned entities — (A) In general. A business entity that has 
a single owner and is not a corporation under subsection (b) of this regu- 
lation is disregarded as an entity separate from its owner for purposes of 
Part 1 (Personal Income Tax Law commencing with Revenue and Taxa- 
tion Code section 17001), Part 10.2 (Administration of Franchise and In- 
come Tax Law commencing with Revenue and Taxation Code section 
18401), and Part 1 1 (Corporadon Tax Law commencing with Revenue 
and Taxation Code section 23001 ), subject to certain statutory provisions 
which recognize the existence of otherwise disregarded entities for cer- 
tain purposes including the tax and fee of a limited liability company un- 
der Revenue and Taxation Code sections 17941 and 17942, the return fil- 
ing requirements of a limited liability company under Revenue and 
Taxation Code section 18633.5, and the credit limitations of a disre- 
garded entity under Revenue and Taxation Code sections 17039 and 
23036. 

(B) Special rule for certain business entities. If the single owner of a 
business entity is a bank (as defined in Revenue and Taxation Code sec- 
tion 23039), then the special rules applicable to banks will continue to ap- 
ply to the single owner as if the wholly owned entity were a separate enti- 
ty- 

(d) Special rule for certain foreign business entities — (1) In general. 
Except as provided in subsection (d)(3) of this regulation, a foreign busi- 
ness entity described in subsection (b)(8)(A) of this regulation will not 
be treated as a corporation under subsection (b)(8)(A) of this teguiaUon 
if— 

(A) The entity was in existence on May 8, 1996; 

(B) The entity's classification was relevant (as defined in Reg. 
§23038(b)-3(d)) on May 8, 1996; 

(C) No person (including the entity) for whom the entity's classifica- 
tion was relevant on May 8, 1996, treats the entity as a corporation for 
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purposes of filing such person's California income tax returns, informa- 
tion returns, and withholding documents for the taxable year including 
May 8, 1 996; 

(D) Any change in the entity's claimed classification within the sixty 
months prior to May 8, 1996, occurred solely as a result of a change in 
the organizational documents of the entity, and the entity and all mem- 
bers of the entity recognized the California income tax consequences of 
any change in the entity's classification within the sixty months prior to 
May 8, 1996; 

(E) A reasonable basis (within the meaning of Section 6662 of the In- 
ternal Revenue Code) existed on May 8, 1996, for treating the entity as 
other than a corporation; and 

(F) Neither the entity nor any member was notified in writing on or be- 
fore May 8, 1 996, that the classification of the entity was under examina- 
tion (in which case the entity's classification will be determined in the ex- 
amination). 

(2) Binding contract rule. If a foreign business entity described in sub- 
section (b)(8)(A) of this regulation is formed after May 8, 1 996, pursuant 
to a written binding contract (including an accepted bid to develop a proj- 
ect) in effect on May 8, 1 996, and at all times thereafter, in which the par- 
ties agreed to engage (directly or indirectly) in an active and substantial 
business operation in the jurisdiction in which the entity is formed, sub- 
section (d)( 1 ) of this regulation will be applied to that entity by substitut- 
ing the date of the entity's formation for May 8, 1996. 

(3) Termination of grandfather status — (A) In general. An entity that 
is not treated as a corporation under subsection (b)(8)(A) of this regula- 
tion by reason of subsection (d)(1) or (d)(2) of this regulation will be 
treated permanently as a corporation under subsection (b)(8)(A) of this 
regulation from the earliest of: 

1 . The effective date of an election to be treated as an association under 
Reg. §23038(b)-3; 

2. A termination of the partnership under Section 708(b)(1)(B) of the 
Internal Revenue Code (regarding sale or exchange of 50 percent or more 
of the total interest in an entity's capital or profits within a twelve month 
period); or 

3. A division of the partnership under Section 708(b)(2)(B) of the In- 
ternal Revenue Code. 

(B) Special rule for certain entities. For purposes of subsection (d)(2) 
of this regulation, subsection (d)(3)(A)2. of this regulation shall not ap- 
ply if the sale or exchange of interest in the entity is to a related person 
(within the meaning of Sections 267(b) and707(b) of the Internal Reve- 
nue Code) and occurs no later than twelve months after the date of the 
formation of the entity. 

(e) Effective date. The rules of this regulation are effective for taxable 
or income years commencing on or after January 1, 1997. 
NOTE: Authority cited: Sections 19503 and 23038. Revenue and Taxation Code. 
Reference: Sections 17039, 17941, 18633.5, 23036 and 23038, Revenue and Tax- 
ation Code. 

History 

1 . New section filed 1-9-98; operative 1-9-98 pursuant to Government Code sec- 
tion 1 1343.4(d) (Register 98, No. 2). 

2. Change without regulatory effect amending subsections (b) and (c)(2) filed 
6-4-2008 pursuant to section 100, title 1 , California Code of Regulations (Reg- 
ister 2008, No. 23). 

§ 23038(b)-3. Classification of Certain Business Entities. 

(a) In general. A business entity that is not classified as a corporation 
under Reg. §23038(b)-2(b)(l), (3), (7), or (8) (an eligible entity) can 
elect its classification for federal tax purposes as provided in Treas. Regs 
§301.7701-3. An eligible entity with at least two members can elect to 
be classified as either an association (and thus a corporation under Reg. 
§23038(b)-2(b)(2)) or a partnership, and an eligible entity with a single 
owner can elect to be classified as an association or to be disregarded as 
an entity separate from its owner. Paragraph (b) of Treas. Regs. 
§301.7701-3 provides a default classification for an eligible entity that 
does not make an election. Thus, federal elections are necessary only 
when an eligible entity chooses to be classified initially as other than the 
default classification or when an eligible entity chooses to change its 



classification. An entity whose classification is determined under the de- 
fault classification retains that classification (regardless of any changes 
in the members' liability that occurs at any time during the time that the 
entity's classification is relevant as defined in subsection (d) of this regu- 
lation) until the entity makes an election to change that classification un- 
der paragraph (c)(1) of Treas. Regs. §301.7701-3. Paragraph (c) of 
Treas. Regs. §301.7701-3 provides rules for making express elections. 
Subsection (c) of this regulation provides that for purposes of the taxes 
imposed by Part 1 1 of the Revenue and Taxation Code (Corporation Tax 
Law, commencing with Revenue and Taxation Code section 23001 ). the 
classification of an eligible business entity shall be the same as the classi- 
fication of the entity for federal purposes and that if the separate existence 
of a business entity is disregarded for federal tax purposes, the separate 
existence of that business entity shall be disregarded. No separate elec- 
tion is allowed. Subsection (d) of this regulation provides special rules 
for foreign eligible entities. Subsection (e) of this regulation provides 
special rules for classifying entities resulting from partnership termina- 
tions and divisions under Section 708(b) of the Internal Revenue Code. 
Subsection (f) of this regulation sets forth the effective date of this regula- 
tion and a special rule relating to prior periods. 

(b) Classification of eligible entities that do not file an election — (1) 
Domestic eligible entities. Except as provided in subsection (b)(3) of this 
regulation, unless the entity elects otherwise, a domestic eligible entity 
is — 

(A) A partnership if it has two or more members; or 

(B) Disregarded as an entity separate from its owner if it has a single 
owner. 

(2) Foreign eligible entities — (A) In general. Except as provided in 
subsection (b)(3) of this regulation, unless the entity elects otherwise, a 
foreign eligible entity is — 

1 . A partnership if it has two or more members and at least one member 
does not have limited liability; 

2. An association if all members have limited liability; or 

3. Disregarded as an entity separate from its owner if it has a single 
owner that does not have limited liability. 

(B) Definition of limited liability. For purposes of subsection 
(b)(2)(A) of this regulation, a member of a foreign eligible entity has lim- 
ited liability if the member has no personal liability for the debts of or 
claims against the entity by reason of being a member. This determina- 
tion is based solely on the statute or law pursuant to which the entity is 
organized, except that if the underlying statute or law allows the entity 
to specify in its organizational documents whether the members will 
have limited liability, the organizational documents may also be relevant. 
For purposes of this regulation, a member has personal liability if the 
creditors of the entity may seek satisfaction of all or any portion of the 
debts or claims against the entity from the member as such. A member 
has personal liability for purposes of this subsection even if the member 
makes an agreement under which another person (whether or not a mem- 
ber of the entity) assumes such liability or agrees to indemnify that mem- 
ber for any such liability. 

(3) Federal classification of existing eligible entities. (A) In general. 
Unless the entity elects otherwise, an eligible entity in existence prior to 
the effective date of this regulation will have the same classification for 
federal tax purposes that the entity claimed under repealed Treas. Reg. 
§301.7701-1 through 301.7701-3 as in effect on the date prior to the ef- 
fective date of this regulation; except that if an eligible entity with a single 
owner claimed to be a partnership under those regulations, the entity will 
be disregarded as an entity separate from its owner under this subsection 
(b)(3)(A) for federal tax purposes. For special rules regarding the classi- 
fication of such entities for periods prior to the effective date of this regu- 
lation, see subsection (f)(2) of Treas. Reg. §301.7701-3. 

(B) Special rules. For purposes of subsection (b)(3)(A) of this regula- 
tion, a foreign eligible entity is treated as being in existence prior to the 
effective date of this regulation only if the entity's classification was rele- 
vant (as defined in subsection (d) of this regulation) at any time during 
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the sixty months prior to the effeetive date of this regulation. If an entity 
claimed different classifications prior to the effective date of this regula- 
tion, the entity's classification for purposes of subsection (b)(3)(A) of 
this regulation is the last classification claimed by the entity. If a foreign 
eligible entity's classification is relevant prior to the effective dale of this 
regulation, but no California income tax, franchise tax, or information re- 
turn is filed or the California income tax, franchise tax, or information re- 
turn does not indicate the classification of the entity, the entity's classifi- 
cation for the period prior to the effective date of this regulation is 
determined under the regulations in effect on the date prior to the effec- 
tive date of this regulation. 

(4) California classification of existing entities. (A) Notwithstanding 
subsection (c) of this regulation (related to requirement that an eligible 
business entity shall be classified or disregarded for tax purposes the 
same as the entity is classified or disregarded for federal tax purposes), 
an eligible business entity which, for any income year beginning within 
the sixty-month period preceding the effective date of this regulation, 
was properly classified as an association taxable as a corporation for Cal- 
ifornia income and franchise tax purposes under Revenue and Taxation 
Code section 23038 and the regulations thereunder, as in effect during 
such period, shall continue to be classified as an association taxable as 
a corporation until it irrevocably elects to be classified or disregarded for 
California income and franchise tax purposes the same as the entity is 
classified or disregarded for federal tax purposes. 

(B) Election to be classified or disregarded the same as federal. 1 . Elec- 
tion. An existing eligible business entity that, pursuant to subparagraph 
(A) of this subsection, is classified as an associafion taxable as a corpora- 
tion for California income and franchise tax purposes for taxable or in- 
come years beginning on or after January 1 , 1 997, and. under Treas. Reg. 
§301.7701-3, is, without election, classified as a partnership or disre- 
garded for federal tax purposes for taxable years beginning on or after 
January 1 , 1997, may elect to be classified as a partnership or disregarded 
for California income and franchise tax purposes for taxable years begin- 
ning on or after the effective date of this regulation by filing an election 
to be classified or disregarded the same as the entity is classified or disre- 
garded for federal tax purposes. An election under this subparagraph 
must be in wridng, and will not be accepted unless all the information re- 
quired by forms and instructions, including the taxpayer idenfification 
number of the entity and the information required by Revenue and Taxa- 
tion Code sections 18633 or 18633.5, as applicable, is provided. See 
Treas. Reg. §301.6109-1 for rules on applying for and displaying Em- 
ployer Identification Numbers. 

2. Effective date of election. The election shall be effective on the date 
specified in the written election or on the date filed if no date is specified 
in the written election. Except with regard to an election filed within 90 
days following the date this regulation is filed with the Secretary of State, 
the effective date specified in the written election can be no more than 90 
days prior to the date on which the election is filed and no more than 1 2 
months after the date on which the election is filed. An election filed 
within 90 days following the date this regulation is filed with the Secre- 
tary of State may specify an effecfive date of January 1, 1997. 

3. Irrevocable elecfion. If an eligible enfity makes an election under 
subsection (b)(4)(B) of this regulation to be classified or disregarded the 
same for California income and franchise tax purposes as the eligible 
business entity is classified or disregarded for federal tax purposes, the 
election is irrevocable. However, the Franchise Tax Board, on a showing 
of fraud, mistake of fact, or other good cause, may permit the enfity to 
rescind its elecUon to be classified or disregarded for California income 
and franchise tax purposes the same as the entity is classified or disre- 
garded for federal tax purposes. 

4. Authorized signatures. An election made under subsection 
(b)(4)(B) of this regulafion must be signed by each member of the elect- 
ing enfity who is an owner at the fime the elecfion is filed; or any officer, 
manager, or member of the electing entity who is authorized (under local 
law or the entity's organizational documents) to make the elecfion and 
who represents to having such authorization under penalties of perjury. 



If an election under paragraph (b)(4)(B) of this regulafion is to be effec- 
five for any period prior to the fime that it is filed, each person who was 
an owner between the date the election is to be effecfive and the date the 
elecfion is filed, and who is not an owner at the fime the elecfion is filed, 
must also sign the election. 

(c) Federal tax classification binding for California income and fran- 
chise tax purposes. ( 1 ) In general. Except as provided in subsecfion (b)(4) 
of this regulation, the classificafion of an eligible business enfity for Cali- 
fornia income and franchise tax purposes shall be the same as the classifi- 
cation of the eligible business entity for federal tax purposes under Treas. 
Regs. §301 .7701-3. The election of an efigible business enfity to be clas- 
sified as an associafion or a partnership for federal tax purposes shall be 
binding for California income and franchise tax purposes. Except as pro- 
vided in subsections (b)(4) and (c)(2) of this regulation, if the separate 
existence of an eligible business enfity is disregarded for federal tax pur- 
poses, the separate existence of the eligible business enUty shall be disre- 
garded for purposes of Part 10 (Personal Income Tax Law commencing 
with Revenue and Taxation Code secfion 1 7001 ), Part 10.2 (Administra- 
fion of Franchise and Income Tax Law commencing with Revenue and 
Taxation Code section 18401), and Part 1 1 (Corporation Tax Law com- 
mencing with Revenue and Taxafion Code secfion 23001). An elecfion 
to be disregarded for federal tax purposes shall be binding for purposes 
of Part 10 (Personal Income Tax Law commencing with Revenue and 
Taxation Code section 17001), Part 10.2 (Administrafion of Franchise 
and Income Tax Law commencing with Revenue and Taxation Code sec- 
tion 18401 ), and Part 1 1 (Corporation Tax Law commencing with Reve- 
nue and Taxation Code secfion 23001). 

(2) Disregarded enfifies. Except as provided in subsecfion (b)(4) of 
this regulafion, if the separate existence of an eligible business enfity is 
disregarded for federal tax purposes, the separate existence of the eligible 
business entity will be disregarded for purposes of Part 10 (Personal In- 
come Tax commencing with Revenue and Taxafion Code secfion 
17001), Part 10.2 (Administrafion of Franchise and Income Tax Law 
commencing with Revenue and Taxafion Code section 18401), and Part 
1 1 (Corporation Tax Law commencing with Revenue and Taxation Code 
secfion 23001), subject to certain statutory provisions which recognize 
the existence of otherwise disregarded entifies for certain purposes in- 
cluding the tax and fee of a limited liability company under Revenue and 
Taxafion Code sections 17941 and 17942, the return fihng requirements 
of a limited liability company under Revenue and Taxafion Code secfion 
1 8633.5, and the credit limitafions of a disregarded enfity under Revenue 
and Taxafion Code sections 17039 and 23036. 

(3) Nofificafion of federal election. An eligible enfity required to file 
a California income tax, franchise tax, or informafion return for the tax- 
able year for which an elecfion is made under paragraph (c)(l)(i) of 
Treas. Reg. §301 .7701-3 must attach a copy of its federal Form 8832 (or 
any successor form) to its California income tax, franchise tax, or infor- 
mation return for that year. If the enfity is not required to file a California 
income tax, franchise tax, or information return for that year, a copy of 
its federal Form 8832 must be attached to the California income tax, fran- 
chise tax, or informafion return of any direct or indirect owner of the enfi- 
ty for the taxable year of the owner that includes the date on which the 
election was effective. An indirect owner of the enfity does not have to 
attach a copy of the federal Form 8832 to its return if an enfity in which 
it has an interest is already filing a copy of the federal Form 8832 with 
its return. If an entity, or one of its direct or indirect owners, fails to attach 
a copy of a federal Form 8832 to its return as directed in this subsection, 
an otherwise valid elecfion under paragraph (c)(l)(i) of Treas. Reg. 
§301.7701-3 will not be invalidated, but the non-fifing party may be 
subject to penalfies, including any applicable penalties if the California 
franchise tax or income tax or informafion returns are inconsistent with 
the enfity' s elecfion under paragraph (c)(I)(i) of Treas. Reg. 
§301.7701-3. 

(d) Special rules for foreign eligible entifies — (1) For purposes of this 
regulation, a foreign eligible enfity' s classificafion is relevant when its 
classificafion affects the liability of any person for California income tax. 
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franchise lux. or information purposes. For example, a foreign entity's 
classification would be relevant if California source income was paid to 
the entity and the determination by the withholding agent of the amount 
to be withheld under the Revenue and Taxation Code (if any) would vary 
depending upon whether the entity is classified as a partnership or as an 
association. Thus, the classification might affect the documentation that 
the withholding agent must receive from the entity, the type of tax or in- 
formation return to file, or how the return must be prepared. The date that 
the classification of a foreign eligible entity is relevant is the date an event 
occurs that creates an obligation to file a California income tax, franchise 
tax, or information return, or statement for which the classification of the 
entity must be determined. Thus, the classification of a foreign entity is 
relevant, for example, on the date that an interest in the entity is acquired 
which will require a California person to file an information return. 

(2) Special rule when classification is no longer relevant. — If the clas- 
sification of a foreign eligible entity which was previously relevant for 
California income and franchise tax purposes ceases to be relevant for 
sixty consecutive months, the entity's classification will initially be de- 
termined under the default classification when the classification of the 
foreign eligible entity again becomes relevant. The date that the classifi- 
cation of a foreign entity ceases to be relevant is the date an event occurs 
that causes the classification to no longer be relevant, or, if no event oc- 
curs in a taxable year that causes the classification to be relevant, then the 
date is the first day of that taxable year. 

(e) Coordination with Section 708(b) of the Internal Revenue Code. 
Except as provided in Reg. §23038(b)-2(d)(3) (regarding termination of 
grandfather status for certain foreign business entities), an entity result- 
ing from a transaction described in section 708(b)(1)(B) of the Internal 
Revenue Code (partnership termination due to sales or exchanges) or 
Section 708(b)(2)(B) of the Internal Revenue Code (partnership divi- 
sion) is a partnership. 

(f) Effective date — (1) In general. The rules of this regulation are ef- 
fective for taxable or income years commencing on or after January 1, 
1997. 

(2) Prior treatment of existing entities. In the case of a business entity 
that is not described in Reg. §23038(b)-2(b)(l), (3), (4), (5), (6), or (7), 
and that was in existence prior to January 1, 1997, the entity's claimed 
classification(s) will be respected for all periods prior to January 1 , 1 997, 
if— 

(A) The entity had a reasonable basis (within the meaning of Section 
6662 of the Internal Revenue Code) for its claimed classification; 

(B) The entity and all members of the entity recognized the California 
income and franchise tax consequences of any change in the entity's clas- 
sification within the sixty months prior to January 1, 1997; and 

(C) Neither the entity nor any member was notified in writing on or 
before May 8, 1 996, that the classificafion of the entity was under exami- 
nation (in which case the entity's classification will be determined in the 
examination). 

NOTE: Authority cited: Sections 19503 and 23038, Revenue and Taxation Code. 
Reference: Sections 17039, 17941. 18633.5, 23036 and 23038. Revenue and Tax- 
ation Code. 

History 

1 . New section filed 1 -9-98; operative 1-9-98 pursuant to Government Code sec- 
tion 1 1343.4(d) (Register 98, No. 2). 

2. Change without regulatory effect amending subsections (a), (b)(4)(A)-(B) and 
(cHc)(2) filed 6-4-2008 pursuant to section 100, title 1, California Code of 
Regulations (Register 2008, No. 23). 

§ 23040. Income from Sources Within This State. 

(a) Except as provided in Chapter 17, "Income from sources within 
this State" includes income from, rentals of, or gains realized from the 
sale of real or tangible personal property located in this State, regardless 
of where the sale or transfer is consummated. The term also includes in- 
come from ownership, control or management of such property located 
in this Slate, even though the taxpayer is not carrying on a business in this 
State. Income from business or activiues carried on in this State, and from 
stocks, bonds, notes, bank deposits and other intangible personal proper- 



ty having a business situs in this State, also falls within the purview of this 
term and is taxable under the law. 

(b) If a corporation has become derived from or attributable to sources 
both within and without this State within the meaning of section Z.'^lOl. 
Revenue and Taxation Code, a portion of the income derived from the 
business is attributable to this State and as such constitutes income Irom 
sources within this State even though the corporadon may have no offices 
or established place of business in this State. The portion of income at- 
tributable to this State shall be determined by apportionment or alloca- 
Uon as provided in Chapter 17. 

(c) Except as provided in Chapter 1 7, in the case of corporations orga- 
nized under the laws of this State which have not acquired a commercial 
domicile elsewhere, and foreign corporations which have acquired a 
commercial domicile within this Stale, all income, with the exceptions 
noted, from interest on notes, bonds, accounts receivable and other in- 
debtedness, regardless of where the debtors reside or the debts are con- 
tracted, interest on bank deposits, including deposits in banks located 
outside this State, royaUies from patents or copyrights, regardless of 
where the patents or copyrights are used, dividends on stock of both do- 
mestic and foreign banks and corporations, and all other income from in- 
tangible personal property, including gains derived from the sale or other 
disposition of such property, is income from sources within this State, un- 
less the property is so used in connection with a business carried on out- 
side this State as to have acquired a business situs outside this State. Inter- 
est on bonds or other obligafions of the United States and other income 
which this State is prohibited from taxing under the Consfitufion of this 
State or of the United States, is not subject to the tax imposed by Chapter 
3. 

(d) Whether a foreign corporation has acquired a commercial domicile 
in this State so that all income from intangibles with the above exceptions 
is taxable as income from sources within this State, will depend upon the 
facts of each case. Generally, however, a corporafion will be considered 
as having a commercial domicile here if its principal office or place of 
business is located in this State, or if its business is managed or controlled 
from within this State. (See also secfion 25 1 20(b), Revenue and Taxafion 
Code). 

(g) Except as provided in Chapter 1 7, in the case of foreign corpora- 
Uons which have not acquired a commercial domicile in this State, in- 
come from intangible personal property is income from sources in this 
State only if the property has a business situs here. Intangible personal 
property has a business situs in this State if it is employed as capital in 
this State or the possession and control of the property has been localized 
in connecfion with a business, trade or profession in this State so that its 
substanfial use and value attach to and become an asset of the business, 
trade or profession in this State. For example, if a corporation pledges 
stocks, bonds or other intangible personal property in California as secu- 
rity for the payment of indebtedness, taxes, etc., incurred in connection 
with abusiness in this State, the property has a business situs here. Again, 
if a corporafion maintains a branch office here and a bank account on 
which the agent in charge of the branch office may draw for the payment 
of expenses in connecfion with the activifies in this State, the bank ac- 
count has a business situs here. 

(0 As used in this regulafion. "Chapter 3" refers to Chapter 3 of Part 
1 1 , Division 2 of the Revenue and Taxafion Code (beginning with section 
23501, Revenue and Taxafion Code) and "Chapter 17" refers to Chapter 
17 of Part 11, Division 2 of the Revenue and Taxation Code (beginning 
with secfion 25101, Revenue and Taxafion Code). 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 

Section 23040, Revenue and Taxation Code. 

History 

1. Change without regulatory effect redesignating former section 23040(a) to sec- 
tion 23040 and amending section and NoTK filed 4-2-2001 pursuant to section 
100, title 1, California Code of Regulations (Register 2001, No. 14). 
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§ 23040(a). Income from Sources Within This State. 

NOTK; Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Sections 23038, 23040, 24651 , 24667-24670. 24672. 24673, 24832-24835. Rev- 
enue and Taxation Code. 

History 

1 . New section filed 7-1 3-73; effective thinieth dav thereafter ( Reaister 73, No. 
28). 

2. Change without regulatory effect redesignating former section 23040(a) to sec- 
tion 23040 fded 4-2-2001 pursuant to section 100, title 1, California Code of 
Regulations (Register 2001. No. 14). 

§ 23040(b). Application of Bank and Corporation Tax Law 
to Activities of Foreign Corporations in 
California. 

History 

1. New section filed 12-13-60;effective thinieth day thereafter (Reaister 60, No. 

25). 

2. Change without regulatory effect repealing section filed 4-2-2001 pursuant to 
section 100, title 1, California Code of Regulations (Register 2001. No. 14). 

§ 23041-23042. "Taxable Year" and "Income 
Year" — Defined. 

NOTE: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 

1 . New section filed 9-19-69; effective thirtieth day thereafter (Register 69. No. 
38). 

2. Repealer filed 9- .3-82; effective thirtieth day thereafter (Register 82, No. 37). 



Subchapter 2. The Bank and Corporation 
Franchise Tax 



Article 1. 



Definitions and General 
Provisions 



§ 231 01 . "Doing Business"— Defined. 

(a) Except as otherwise provided, every corporation "doing business" 
in this State is subject to tax under Chapter 2. "Doing business" is defined 
as "actively engaging in any transaction for the purpose of financial or 
pecuniary gain or profit." This includes the purchase and sale of stocks 
or bonds, endorsing the notes of a subsidiary corporation by a parent cor- 
poration and the leasing of real property by the parent corporation to the 
subsidiary and other tenants, and liquidating activities consisting of 
sales, rentals, collections on notes, etc. A foreign corporation which en- 
gages in a transaction for the purpose of financial or pecuniary gain or 
profit in California is considered "doing business" in this State whether 
or not the transaction is considered exclusively engaged in interstate 
commerce, and is therefore subject to tax under Chapter 2. However, if 
the only activifies of employees of foreign corporations within this State 
engaging exclusively in interstate commerce are the solicitation of orders 
for goods to be shipped to customers in this State from points outside this 
Stale, the corporations are probably within the purview of Public Law 
86-272 (15 U.S.C. Secfions 381, et.seq.). Accordingly, such corpora- 
tions would not be subject to either a tax measured by income imposed 
under Chapter 2 or the income tax imposed under Chapter 3. However, 
the corporation may be subject to the minimum tax imposed by section 
23153, Revenue and Taxafion Code. 

(b) The mere receipt of dividends and interest by a corporation and the 
distribution of such income to its shareholders does not constitute "doing 
business." (See section 23 102, Revenue and Taxation Code). The corpo- 
ration, however, is subject to tax under Chapter 3 if its income is from 
California sources. 

(c) As used in this regulation, "Chapter 2" refers to Chapter 2 of Part 
1 1 , Division 2 of the Revenue and Taxation Code (beginning with section 
23101 of the Revenue and Taxation Code) and "Chapter 3" refers to 
Chapter 3 of Part 11, Division 2 of the Revenue and Taxation Code (be- 
ginning with section 23501, Revenue and Taxation Code). 



NOTt:: Authority cited: Section 19.'i03. Revenue and Taxation Code. Reference: 
Section 23101. Revenue and Taxation Code. 

History 

1 . New section filed 1 2-1 3-60; effective thirtieth day thereafter (Register 60, No. 
25). 

2. Amendment filed 2-22-74; effective thirtieth day thereafter (Reeister 74. No. 
8). 

3. Change without regulatoi^ effect amending section and adding Noti. filed 
4-2-2001 pursuant to section 100, title l,CalifomiaCodeof Regulations (Reg- 
ister 2001, No. 14). 



§ 23101.5. Exclusion of Certain Activities from Taxing 
Jurisdiction. 

(a) The Franchise Tax Board may determine that a corporation is nei- 
ther "doing business" and subject to the corporation franchise tax under 
Chapter 2 nor "deriving income from sources within the state" and sub- 
ject to the corporation income tax under Chapter 3 if the number of the 
corporation's employees and its only activifies within the state are lim- 
ited to those described in Revenue and Taxation Code section 23101.5, 
subdivision (a). 

(b) Purchasing, Inspecting, and Consulting Acfivities. All of the em- 
ployees' duties enumerated in Revenue and Taxation Code section 
23 101.5, subdivision (a)( 1 ), refer to activifies in connection with the cor- 
poration's purchase of personal property or services in this state. The 
term "purchase of personal property" includes the storage of property 
purchased, manufactured or as.sembled in this state pending shipment to 
destinafions outside California. An employee "temporarily present in 
this state" will not invalidate a corporation's qualification for this exclu- 
sion by causing the corporation to exceed the limitafion of 100 or 200 em- 
ployees, as applicable. An employee is "temporarily present in Califor- 
nia" if his contact with this state, disregarding the provisions of Revenue 
and Taxation Code secfion 23 10 1 .5, would not be sufficient to subject his 
employer to California's franchise or income tax. 

(c) Educafional Acfivities. A corporation may qualify for the exclu- 
sion provided by Revenue and Taxafion Code section 23101.5. if the 
presence of employees in this state is only for the purpose of attending 
a public or private school, college or university or other educational or 
training program, including those at industrial facilifies. 

(d) Informafion to Be Reported. A corporafion claiming an exclusion 
with respect to the acfivifies described in Revenue and Taxation Code 
secfion 23101.5, subdivisions (a)(1) and (b), must submit an applicafion 
containing the following information: 

(1) Applicant's corporate name and federal employer identificafion 
number, if any, 

(2) Applicant's mailing address, 

(3) Applicant's date of incorporafion, 

(4) Applicant's accounting period for tax purposes, 

(5) Years applicant has filed California franchise tax or corporate in- 
come tax returns within the four taxable years preceding the taxable year 
for which the exempfion is sought, 

(6) Corporafions in which applicant owns 50 percent or more of the 
vofing stock, 

(7) Corporafions which own 50 percent or more of applicant's voting 
stock, 

(8) Names and addresses of businesses or individuals with which the 
applicant expects to or has purchased personal property or services and 
which are to be covered by the exclusion, 

(9) To the extent determinable, the names of employees applicant ex- 
pects to be present within the state during the taxable year, and the ex- 
pected duration of each employee's presence in this state, 

(10) To the extent determinable, desfination and use of personal prop- 
erty and services contracted for which are to be covered by the exclusion, 

(11) The period for which the exclusion is requested, or facts which 
would support an exclusion of indefinite duration, 

(12) The esfimated number of California jobs created and economic 
effect upon California resulting from the acfivities for which the exclu- 
sion is sought. 
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(e) A corporation claiming an exclusion with respect to the activities 
described in Revenue and Taxation Code section 23101.5, subdivisions 
(a)(2) and (c). must submit an application containing the following infor- 
mation: 

(1) Applicant's corporate name and federal employer identification 
number, if any, 

(2) Applicant's mailing address, 

(3) Applicant's date of incorporation, 

(4) Applicant's accounting period for tax purposes, 

(5) Years applicant has filed California franchise tax or coiporate in- 
come tax returns within the four taxable years preceding the taxable year 
for which the exemption is sought, 

(6) Corporations in which applicant owns 50 percent or more of the 
voting stock. 

(7) Corporations which own 50 percent or more of applicant's voting 
stock, 

(8) Names of schools, colleges, and universities in this state at which 
applicant's employees are enrolled, or are to be enrolled and the names 
of such employees to the extent known, 

(9) The period for which the exclusion is requested, or facts which 
would support an exclusion of indefinite duration. 

(f) The exclusion provided by Revenue and Taxation Code section 
23101.5. will not be granted to a corporation which has as its principal 
business activity one or more of the activities specified in subsection (b) 
of this regulation, unless such corporation is engaged in a unitary busi- 
ness with one or more other corporations outside California, and the prin- 
cipal activity of such unitary business is not one or more of the activities 
specified in subsection (b) of this regulation. 

(g) Filing Requirements. The initial application and the annual con- 
firmation must be submitted to Chief Counsel, Franchise Tax Board, P. 
O. Box 1720, Rancho Cordova, CA 95741-1720, as soon as the corpora- 
tion contemplates having employees within this state. If an exclusion of 
an indefinite duration is requested, the Board need not actually have is- 
sued its determination on or before December 31, 1977. Any member of 
a group of corporations engaged in a unitary business is eligible for an 
exclusion of indefinite duration if any one member has met the quahfica- 
tion requirements for the exclusion of indefinite duration. All corpora- 
tions shall annually confirm within two months and 15 days after the 
close of their fiscal years that facts relevant to the granting of the exclu- 
sion then in effect remain unchanged or shall state and explain the 
changes which have occurred since the preceding report was filed. The 
activities of a corporation (other than one which qualifies for exemption 
under Revenue and Taxation Code section 24320), which exceed those 
excluded from taxing jurisdiction under Revenue and Taxation Code sec- 
tion 23101.5, will cause all members of an affiliated group with which 
the corporation is engaged in a unitary business to be subjected to Cali- 
fornia's franchise or income tax. If an exclusion has expired or if the 
Franchise Tax Board or the corporation determines that because of 
changed circumstances the original exclusion is invalidated but believes 
another exclusion should be granted, a new application setting forth all 
the information listed in subsections (d) and/or (e) of this regulation shall 
be submitted. A corporation that has been granted an exclusion of indefi- 
nite duration which has lapsed will be eligible for a renewed exclusion 
with a maximum effective period of five years. During the period of ex- 
clusion, the corporation's records will be subject to audit to the same ex- 
tent as are the records of any other corporation doing business or deriving 
income from sources within this state. 

(h) Waiver of Confidentiality Provisions. Corporations applying for 
exclusions under Revenue and Taxation Code, section 23101.5, shall be 
deemed to have waived the confidentiality provisions of Revenue and 
Taxation Code section 19542, with respect to legislative reports required 
by Revenue and Taxation Code section 23101.5. 

(i) As used in this regulation, "Chapter 2" refers to Chapter 2 of Part 
1 1 , Division 2 of the Revenue and Taxation Code (beginning with Reve- 
nue and Taxation Code, section 23101) and "Chapter 3" refers to Chapter 



3 of Part 11, Division 2 of the Revenue and Taxation Code (beginning 
with Revenue and Taxation Code section 23501.) 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23101 .3, Revenue and Taxation Code. 

History 

1. New section filed 10-7-77 as an emergency; effective upon filing (Reeister 77, 
No. 41). 

2. Refiling and amendment of section filed 1-16-78; effective thirtieth day there- 
after (Register 78, No. 3). 

3. Amendment filed 8-22-80; effective thirtieth day thereafter (Reeister 80, No. 
34). 

4. Change without regulatory effect amending section and NoTi-: filed 9-17-2001 
pursuant to section 100, title 1, California Code of Regulations (Register 2001, 
No. 38). 

5. Change without regulatory effect amending section filed .3-29-2002 pursuant 
to section 100, title 1 , California Code of Regulations (Register 2002, No. 22). 



Article 2. Tax on General Corporations 

§23151. Minimum Tax. 

The minimum tax shall be paid even though the tax measured by the 
corporation's net income is less than that amount during the income year. 
Such payment shall be made by cooperatives, domestic holding compan- 
ies, corporations sustaining a net loss, and inactive corporations. An inac- 
tive gold mining corporation shall not be considered to have done busi- 
ness if it engages in incidental activities, other than mining. Every 
domestic corporation is subject to the annual minimum tax from the date 
of incorporation until the certificate of dissolution is filed with the Secre- 
tary of State, even though the corporation may cease doing business prior 
thereto. If a foreign corporation qualifies to engage in intrastate activi- 
ties, it is subject to the minimum tax until it files a certificate of withdraw- 
al with the Secretary of Slate or dissolves in the state of incorporation, 
even though it never engages in intrastate acfivities. A foreign corpora- 
tion which does not qualify to engage in intrastate activifies, but never- 
theless engages in such activities, is subject to at least the minimum tax 
for any year or years that it engages in such activities. 
NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23153, Revenue and Taxation Code. 

History 

1 . New section filed 1-7-58; effecfive thirtieth day thereafter (Register 58, No. 1 ). 

2. Amendment filed 9-19-69; effective thirtieth day thereafter (Register 69, No. 
38). 

3. Renumbering and amendment of Secfion 23151-23154 to Section 23151 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 



Article 3. 



Tax on Banks and Financial 
Corporations 



§ 23183. Financial Corporation - Defined. 

(a) "Financial corporation" means a corporation, except as provided 
in subdivision (b) of California Revenue and Taxation Code section 
23183, which predominantly deals in money or moneyed capital in sub- 
stantial competition with the business of national banks. 

(b) Definitions. 

(1 ) "Predominantly" means over 50% of a corporation's total gross in- 
come is attributable to dealings in money or moneyed capital in substan- 
tial competition with the business of national banks. Generally, the deter- 
mination of predominance will be made based upon the division of gross 
income of for the year in issue. However, the classification of a corpora- 
tion as a financial corporation or as a nonfinancial corporation will not 
be changed based upon an occasional year in which its gross income does 
not or does not exceed the 50% level. For the classification of a corpora- 
tion as a financial (or nonfinancial) corporation to be changed, there must 
be a shift in the predominant character of the gross income for two con- 
secutive years and the average of ihe corporation' s gross income in the 
current and the immediately preceding two years must fail (or satisfy) the 
predominance test. Where substantial amounts of gross income arise 
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from an incidental or occasional sale of an asset of the taxpayers, such 
gross income shall be excluded from the for purposes of this subsection. 
For example, gross income from the sale of a headquarters building shall 
be excluded. 

EXAMPLE: Corporation A earns 80<7r, 75^7^, 37%, and 78% of its total 
gross income from dealings in money or moneyed capital, for years #1, 
#2, #3, and #4, respectively. Assuming A meets all the other require- 
ments of being classified as a financial corporation, it will be classified 
as such for year #3 as well as for years #1 . #2 and #4, respectively. As- 
suming A meets all the other requirements for being classified as a finan- 
cial corporation, it will be classified as such for year #3 as well as for 
years #1 , #2, and #4, because the gross income of 37% in year #3 is within 
the acceptable range for an occasional variation from the 50% standard 
((80 + 75 + 37) / 3"= 64%). 

(2) "Deals in" means conducting transactions in the course of a trade 
or business on its own account as opposed to brokering the capital of oth- 
ers. A corporation which buys, sells, places or invests its own assets in 
dealing in moneyed capital. 

EXAMPLE: Corporation B is a stock brokerage firm. Sixty percent of 
its total gross income is attributable to fees charged for buying and selling 
stocks and bonds on behalf of customers. B is not a financial corporation 
because the buying and selling of stocks and bonds on behalf of others 
does not constitute dealing in moneyed capital. 

(3) "Money or moneyed capital" includes, but is not limited to, coin, 
cash, currency, mortgages, deeds of trust, conditional sales contracts, 
loans, commercial paper, installment notes, credit cards, and accounts re- 
ceivable. 

(4) "In substantial competition" means that a corporation and national 
banks both engage in seeking and securing in the same locality capital 
investment of the same class which are substantial in amount, even 
though the terms and conditions of the business transactions of the same 
class are not identical. It does not mean there must be competition as to 
all phases of the business of national banks, or competition as to all types 
of loans or all possible borrowers. The activities of a corporation need not 
be identical to those performed by a national bank in order to constitute 
substantial competition, it is sufficient if there is competition with some, 
but not all, bases of the business of national banks, or capital is invested 
in particular operations or investments like those of national banks. 

EXAMPLE: Corporation C engages exclusively in purchasing, at a 
discount, conditional sales contracts of household furnishings and other 
low price articles of personal property from small local retail sellers of 
those articles under such contracts. C never makes loans. From 60% to 
1 00% of the contracts were purchased by C without recourse to the seller. 
C requires credit references and information from the buyers named in 
the contracts, which must meet C's approval before it will purchase the 
contracts. No part of the payment to the seller for the contracts is withheld 
as a reserve to protect C if the credit buyer defaulted. National banks in 
the same area as C make personal loans for the purchase of household 
equipment, but rely solely on the buyer's credit and do not take the prop- 
erty as security. Those national banks also purchase at a discount condi- 
tional sales contracts from sellers of household equipment, but rely sole- 
ly upon the credit of the seller rather than the buyer named in the contract; 
take all contracts with recourse; and withhold payment to the seller of 
20% to 40% of the price as a reserve against default under the contract. 
C is a financial corporation. 

EXAMPLE: Corporation D is a wholly owned subsidiary of E corpo- 
ration. E engages exclusively in the sale of retail household items and 
clothing to the general public. E corporation extends credit to its custom- 
ers by issuing credit cards. F then sells to D the credit card customer re- 
ceivables arising out of E's retail business. D engages exclusively in pur- 
chasing these receivables from E and collecting on those receivables. D 
is a financial corporation. 

EXAMPLE: Corporation F makes loans which are secured by first 
mortgages or first deeds of trust on real estate. The loans made by F are 
government insured FHA or VA loans, or conventional or uninsured 
loans. A substantial number of such loans are similar to real estate loans 



made by national banks. All loans made are intended for subsequent sale 
to institutional investors, usually within six months from the time they 
are originally made. After the loans are sold, F services them by collect- 
ing installments and providing other services, such as making certain that 
the underlying properties are kept insured and that taxes upon them are 
paid. F services only those loans made by it. F is a financial corporation. 
(5) "Business of national banks" means the businesses in which na- 
tional banks are permitted to operate. 

Note. Authority cited: Section 26422. Revenue and Taxation Code. Reference: 
Section 23183, Revenue and Taxation Code. 

History 
1. New section filed 3-1-91: operative 3-31-91 (Register 91. No. 14). 



Article 4. Commencing Corporations 

§ 23222. Commencing Corporations. 

A corporation commencing to do business in Cahfornia after qualifi- 
cation or after having filed its articles of incorporation with the Secretary 
of State, a period of one-half month may be disregarded provided the 
corporation was not doing business in and received no income from 
sources in the State during such period, and a period of more than one- 
half a calendar month may be treated as a period of one month. For exam- 
ple, a corporation files its articles of incorporation on December 1 7th, 
and elects to file its return on a calendar year basis. No return will be re- 
quired and no tax will be due for the period from December 1 7th to De- 
cember 31st provided the corporation was not doing business in and re- 
ceived no income from sources in California during this period. 
However, if in the above example the corporation filed its articles on De- 
cember 16th and elected to file its return on a calendar year basis, it will 
be required to file a return and pay a tax for the period from December 
1 6th to December 3 1 st, regardless of the fact that it may have been inac- 
tive and received no income during such period. 

In determining whether a corporation comes within the provisions of 

this ruling, affidavits on behalf of the corporation that it did no business 

in and received no income from sources in California during such period 

shall be required if deemed necessary. Where it appears the corporation 

filed its articles only one or two days before commencement of its fiscal 

year period, affidavits normally will not be required. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23222, Revenue and Taxation Code. 

History 

1. New Regs. 23221-23226 filed 12-14-64; effective thirtieth day thereafter 
(Register 64. No. 25). 

2. Renumbering and amendment of Section 23221-23226 to Section 23222 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

Article 5. Reorganization of Corporations 

§ 23251. Reorganizations — Transferee Liability. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23251, Revenue and Taxation Code. 

History 

1 . New Reg. 2325 1-23254 filed 1 2-14-64; effective thirtieth day thereafter (Reg- 
ister 64, No. 25). 

2. Renumbering and amendment of Section 23251-23254 to Section 23251 filed 
9-3-82; effecfive thirtieth day thereafter (Register 82, No. 37). For prior histo- 
ry, see register 70, No. 12. 

3. Change without regulatory effect repealing section filed 4-16-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 16). 



Article 6. Corporations Resuming Business 



§ 23281. Corporations Resuming Business. 

A corporafion which ceases to do business during any taxable year and 
does not dissolve or withdraw during that year, but remains inactive dur- 
ing that year and one or more succeeding taxable years, shall, upon the 
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resumplion of business, pay a tax for the year it resumes business at the 
tax rate applicable for the year that business is resumed measured by the 
income of the year in which it discontinued doing business. 

EXAMPLE (1): 

The A Corporation, not a financial corporation, and reporting on a cal- 
endar year basis, ceased to do business on June 30, 19X1. after several 
years of normal operations. During the first six months of 19X1, A had 
a net income of $10,000. A resumes business on January 1 , 19X3, on a 
calendar year basis. A must pay a tax equal to one-half the tax measured 
by its income in 19X1, on or before March 15, 19X3, and the balance on 
or before September 15, 19X3. 

EXAMPLE (2): 

The A Corporation, not a financial corporation, and reporting on a cal- 
endar year basis, ceased doing business on June 30, 19X1, after several 
years of normal operations. During the first six months of 19X1 , A had 
a net income of $ 1 0,000. A resumes business on April 15,1 9X3, on a cal- 
endar year basis. A must pay a tax equal to one-half the tax measured by 
its income in 19X1. on April 15, 19X3, and the balance on or before Octo- 
ber 15, 19X3. 

Note: If A resumed business on August 1, 1961, the first installment 
would be payable on that date and the balance on or before December 3 1 , 
19X3. 

This rule does not apply to commencing corporations which have paid 
the tax for the year in which the corporation goes inactive; in such event 
the corporation shall pay a tax for the year it resumes business measured 
by the income of the year of resumption of business. Nor does it apply 
to corporations which were taxable under Chapter 3 after they cease to 
do business in this State; see Section 23224. 

Corporations which have undergone suspension or forfeiture under 
Section 23301, and revive in a subsequent taxable year without having 
done business during the period of suspension or forfeiture are subject to 
the commencing corporation provisions of Ardcle 4. Payment of the 
minimum tax is a condition precedent to the issuance of the certificate of 
revivor. 

Note: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23281. Revenue and Taxation Code. 

History 

1. New Regs. 23281-23282 filed 12-14-64; effective thirtieth day thereafter 
(Register64, No. 25). 

2. Renumbering and amendment of Section 23281-23282 to Section 23281 filed 
9-3-82; effective thinieth day thereafter (Register 82, No. 37). 



Article 7. Suspension and Revivor 



NotE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New Reg. 23301-23305a filed 12-14-64; effective thirtieth day thereafter 
(Register 64, No. 25). 

2. Amendment filed 1-6-69; effective thirtieth day thereafter (Register 69, No. 2). 

3. Repealer of Article 7 (Section 2330I-23305a) filed 9-3-82; effective thirtieth 
day thereafter (Register 82, No. 37). 



Article 8. Dissolution or Withdrawal 

§ 23331 . Dissolution or Withdrawal. 

(a) Effective Date. For the purposes of Article 8 a corporation, other 
than a credit union, is deemed dissolved or withdrawn when either a copy 
of the court decree of dissolution, certificate of dissolution under Section 
1905 of the Corporations Code, or a certificate of surrender under Section 
2 1 1 2 of the Corporations Code has been filed in the office of the Secre- 
tary of State. A credit union for purposes of this article is considered dis- 
solved at the time that it files a certificate of election to dissolve in the 
office of the Secretary of State. 

For procedure under Chapter 3, see Reg. 23561. 
NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Sections 23331 and 23332, Revenue and Taxation Code. 



History 

1. Reg. 23331-23334 filed 12-14-64; effective thirtieth day thereafter (Register 
64, No. 25). 

2. Amendment filed 8-27-71 ; effective thirtieth day thereafter (Register 71 , No. 
3.5). 

3. Renumbering and amendment of Section 23331-233.34 to Section 23331 filed 
9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23334. Tax Clearance Certificate. 

(a) In General. A domestic corporation, including a tax-exempt do- 
mestic corporation, must obtain a tax clearance certificate from the Fran- 
chise Tax Board before it can dissolve. A doinestic corporation, includ- 
ing a tax exempt domestic corporation, that is the disappearing 
corporation in a merger with a foreign corporation not qualified to trans- 
act intrastate business must obtain a tax clearance certificate before the 
Secretary of State may file the merger agreement. A foreign corporation, 
including a tax exempt foreign corporation, that is qualified to transact 
intrastate business must obtain a tax clearance certificate before the Sec- 
retary of State may file a certificate of surrender of the corporation's right 
to transact intrastate business or before the Secretary of State may file the 
merger agreement when the disappearing corporation is a foreign corpo- 
rafion qualified to transact intrastate business. 

(b) Tax Clearance Certificate Procedures. 

( 1 ) Within thirty days after the Franchise Tax Board receives a request 
for a tax clearance certificate, the Franchise Tax Board will either issue 
a tax clearance certificate or inform the requestor of the conditions that 
must be satisfied before the Franchise Tax Board will issue a tax clear- 
ance cerfificate. 

(A) The Franchise Tax Board may issue a tax clearance certificate on 
an expedited basis. A corporation needing a tax clearance certificate on 
an expedited basis must have a specific justificafion for requesung the ex- 
pedited service, such as legal or financial difficulties that will occur if the 
Franchise Tax Board fails to issue a tax clearance within twenty-four 
hours of receipt. 

(B) A corporation that is suspended or becomes suspended during the 
tax clearance process camiot receive a tax clearance cerfificate from the 
Franchise Tax Board. If a suspended corporafion requests a tax clearance 
certificate, the Franchise Tax Board will advise the requestor of the re- 
quirements to revive the suspended corporation in response to the request 
for a tax clearance certificate. 

(2) Except in the case of a corporation that is suspended (see subsec- 
tion (b)(1)(B) above), the Franchise Tax Board will issue a tax clearance 
cerfificate once all taxes have been paid or secured and once the corpora- 
tion has filed all required returns, if necessary. 

(A) A tax clearance cerfificate may be issued based upon any of the 
following: 

1. Taxes paid: If a corporation requests a tax clearance certificate on 
the basis that the corporation paid or will pay all taxes due, the corpora- 
tion must file a final tax return and pay any outstanding tax liability be- 
fore the Franchise Tax Board will issue a tax clearance certificate. After 
the Franchise Tax Board reviews the corporafion' s file, including a final 
return, and determines that the corporafion has paid all outstanding tax 
liability, the Franchise Tax Board will issue the tax clearance certificate 
and forward a copy to the Secretary of State. 

2. Assumpfion of liability: If a corporafion requests a tax clearance 
based on assumption of tax liability, the Franchise Tax Board will accept 
any individual or organizafion that can verify the financial ability to satis- 
fy the entire potenUal tax liability of the corporation as an assumer for that 
corporafion. As long as all relevant information to request a tax clearance 
certificate is included, the assumption of tax liability has a current date 
and original signatures, and the assumer has the financial ability to satisfy 
the enfire potenfial tax liability, the Franchise Tax Board will issue a tax 
clearance cerfificate and forward a copy to the Secretary of State. The as- 
sumpfion of tax liability will become effective when the Secretary of 
State files the dissolution, merger, or surrender documents and the corpo- 
ration receives a tax clearance cerfificate from the Franchise Tax Board. 

3. Surety bond: If a corporafion requests a tax clearance based on a 
surety bond, the Franchise Tax Board will inform the corporation of the 
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required amount of the surety bond, which will he no less than two thou- 
sand dollars ($2,000). Once the corporation submits the requisite surety 
bond, the Franchise Tax Board will issue the tax clearance certificate and 
forward a copy to the Secretary of State. After the Franchise Tax Board 
audits the corporation's final return and all outstanding tax liability is sa- 
tisfied, the Franchise Tax Board will release the surety bond. 

4. Cash deposit: If a corporation requests a tax clearance based on a 
cash deposit, the Franchise Tax Board will inform the corporation of the 
required amount of the cash deposit, which will be no less than two thou- 
sand dollars ($2,000). Once the corporation submits the requisite cash 
deposit, the Franchise Tax Board will issue the tax clearance certificate 
and forward a copy to the Secretary of State. After the Franchise Tax 
Board audits the corporation's final return and uses the deposit to offset 
any outstanding tax liability, the Franchise Tax Board will release any re- 
maining amount of cash deposit. 

(B) Receiving a tax clearance certificate does not relieve the corpora- 
tion, or its transferees, of any tax liability (including interest and penal- 
ties) that may be due or found to be due under Part 1 1 of Division 2 of 
the Revenue and Taxation Code. 

(C) If the corporation has not filed a final return before the Franchise 
Tax Board issues a tax clearance certificate, the corporation, or its trans- 
ferees, is responsible for filing one within two months and fifteen days 
after the close of the month in which the corporation ceases to exist. 

(D) Notwithstanding anything in this regulation, all returns, including 
the final return, remain subject to audit until the expiration of the normal 
statute of limitations. 

(c) Domestic General Corporations Seeking Dissolution. 

(1) A domestic general corporation seeking dissolution must submit 
to the Secretary of State all documents required under the Corporations 
Code to effectuate dissolution and submit either i) a tax clearance certifi- 
cate, ii) a request for a tax clearance ceruficate, or iii) the submitted Cer- 
tificate of Dissolution must contain language stating that the tax liability 
will be saUsfied on a taxes paid basis or that a person or organization as- 
sumes the tax liability, if any, of the dissolving corporation as security for 
the issuance of a tax clearance certificate from the Franchise Tax Board 
and is responsible for additional corporate taxes, if any, that are assessed 
and that become due after the date of the assumption of the tax liability, 
pursuant to Corporations Code secfion 1 905, subdivision (a), subpart (3). 

(A) When the corporation submits the required documents to the Sec- 
retary of State for filing pursuant to CorporaUons Code section 1 905, the 
Secretary of State will file the Certificate of Dissolution. If a tax clear- 
ance certificate does not accompany the filing, the corporation's dissolu- 
tion will be "conditional" pending the issuance of a valid tax clearance 
certificate by the Franchise Tax Board, pursuant to Corporations Code 
section 1905, subdivision (c). 

(B) For tax purposes the corporation's existence continues until the 
Franchise Tax Board has issued, and the Secretary of State has received, 
a valid tax clearance certificate. Therefore, if a corporation does not satis- 
fy all of the conditions necessary to receive a tax clearance certificate 
within a reasonable time, the corporation may be suspended and must be 
revived before a tax clearance certificate will be issued. Under Corpora- 
tions Code section 1905, subdivision (c), however, the corporate powers, 
rights, and privileges cease when the Secretary of State files the Cerufi- 
cate of Dissolution. 

(2) In the case where the corporation submits a request for a tax clear- 
ance certificate to the Secretary of State, the Secretary of State will for- 
ward the request for a tax clearance cerfificate to the Franchise Tax 
Board. 

(3) A general corporafion will not be liable for the minimum franchise 
tax for the taxable year in which the Franchise Tax Board issues the tax 
clearance certificate if: 

(A) the Secretary of State filed the corporation's Certificate of Dis- 
soluUon before the beginning of that year and the corporation did not do 
business in this state during that taxable year; or 



(B) the corporation's taxable year is 15 days or less before the Secre- 
tary of State filed the corporation' s Certificate of Dissolution and the cor- 
poration did not do business in this state during that taxable year. 

(d) Domestic Nonprofit Corporations Seeking Dissolution 

( 1 ) A domestic nonprofit corporation must request and receive a valid 
and current tax clearance certificate and submit all required documents 
to the Secretary of State before the Secretary of State may file the Certifi- 
cate of Dissolution, pursuant to Corporations Code section 6615 (public 
benefit). Corporations Code section 8615 (mutual benefit) and Corpora- 
tions Code section 9680 (religious). 

(2) When the domestic nonprofit corporation receives a tax clearance 
certificate from the Franchise Tax Board, that corporation must file a 
Certificate of Dissolution with the Secretary of State on or before the ex- 
piration date shown on the tax clearance certificate. 

(3) If the domestic nonprofit corporation does not have tax-exempt 
status, then the franchise tax, including the minimum franchise tax., will 
continue to be imposed until the domestic nonprofit corporation has 
ceased doing business in this state or the Secretary of State has filed the 
Certificate of Dissolution, whichever is later. If the nonprofit corpora- 
tion's taxable year is 1 5 days or less before the Secretary of State files the 
nonprofit corporation's Certificate of Dissolution, however, the corpora- 
tion will not be liable for the minimum franchise tax as long as the corpo- 
ration did not do business in this state during that taxable year. 

(e) Qualified Foreign Corporations Seeking Surrender. 

( 1 ) A qualified foreign corporation must request and receive a valid tax 
clearance certificate from the Franchise Tax Board and submit all re- 
quired documents to the Secretary of State before the Secretary of State 
may file a Certificate of Surrender of Right to Transact Intrastate Busi- 
ness. 

(2) When the qualified foreign corporafion receives a tax clearance 
certificate from the Franchise Tax Board, that corporation must file a 
Certificate of Surrender of Right to Transact Intrastate Business with the 
Secretary of State, on or before the expiration date shown on the tax clear- 
ance certificate. (See Corp. Code § 2112.) 

(3) If the qualified foreign corporafion does not have tax-exempt sta- 
tus, the franchise tax, including the minimum franchise tax, will continue 
to be imposed until the qualified foreign corporafion has ceased doing 
business in this state or the Secretary of State has filed the Cerfificate of 
Surrender of Right to Transact Intrastate Business, whichever is later. If 
the corporation's taxable year is 15 days or less before the Secretary of 
State files the corporation's Certificate of Surrender of Right to Transact 
Intrastate Business, however, the corporation will not be liable for the 
minimum franchise tax as long as the corporation did not do business in 
this state during that taxable year. 

(0 General Corporations Merging with Other General Corporations. 
In the case of a statutory merger between two or more general corpora- 
fions: 

(1) When the surviving corporafion is a foreign corporation not quali- 
fied to transact intrastate business and the disappearing corporation is a 
domestic general corporation, the merger becomes effecfive in accor- 
dance with the law of the surviving corporation's jurisdicfion, except as 
provided by Corporations Code secfion 1 108, subdivision (e). However, 
the disappearing domestic corporation must obtain a tax clearance cerfif- 
icate from the Franchise Tax Board and submit the tax clearance cerfifi- 
cate along with the merger documents required by the Corporafions Code 
before the Secretary of State will file the merger documents and termi- 
nate the existence of the domestic corporation. (See Corp. Code §§ 1 108 
and 1107.5.) 

(2) When both the surviving and disappearing corporafions are domes- 
tic general corporations, the merger becomes effective when the Secre- 
tary of State files the required merger documents. The Secretary of State 
wiU file the merger documents without a tax clearance certificate issued 
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by the Franchise Tax Board and will notify the Franchise Tax Board of 
tlie merger. (See Corp. Code § 1 107.5.) 

(3) When the surviving corporation is a qualified foreign corporation 
and the disappearing corporation is a domestic general corporation, the 
merger becomes effective in accordance with the law of the surviving 
corporation's jurisdiction, except as provided by Corporations Code sec- 
tion 1 1 08, subdivision (e). However, the surviving corporation must sub- 
mit the required merger documents to the Secretary of State for filing. 
The Secretary of State will file the merger documents without requiring 
the domestic corporation to obtain a tax clearance certificate from the 
Franchise Tax Board and will notify the Franchise Tax Board of the 
merger. (See Corp. Code §§ 1 108 and 1 107.5.) 

(4) When the surviving corporation is a domestic general corporation 
and the disappearing corporation is a qualified foreign corporation, it is 
necessary to obtain a tax clearance certificate from the Franchise Tax 
Board for the disappearing qualified foreign corporation. The tax clear- 
ance certificate and the required merger documents must be submitted to 
the Secretary of State for filing. Each disappearing qualified foreign cor- 
poration, by virtue of filing the required merger documents, will auto- 
matically surrender its right to transact intrastate business as of the date 
of the filing by the Secretary of State. (See Corp. Code § 1 108.) 

(g) Other Organizations. 

(1) Other Organizations Required to Obtain a Tax Clearance Certifi- 
cate. 

(A) Domestic limited liability companies seeking cancellation of their 
articles of organization and foreign limited liability companies seeking 
cancellation of their registration to transact intrastate business are re- 
quired to obtain a tax clearance certificate under Revenue and Taxation 
Code section 17941 et seq. (See Rev. and Tax. Code § 17945.) 

(B) Domestic limited liability partnerships seeking cancellation or 
cessation of their registration as a limited liability partnership and foreign 
limited liability partnerships seeking cessation of their registration either 
as a limited liability partnership, or to conduct intrastate business are re- 
quired to obtain a tax clearance certificate under Revenue and Taxation 
Code section 17948 et seq. (See Rev. and Tax. Code § 17948. 1.) 

(2) Organizations Not Required to Obtain a Tax Clearance Certificate. 

(A) A tax clearance certificate is not required for organizations not 
created under the laws of California or qualified to transact intrastate 
business in California with the Secretary of State. 

(B) These organizations, however, are still required to file a final re- 
turn with the Franchise Tax Board pursuant to the applicable provision 
of the Revenue and Taxation Code. 

(h) Examples. 

EXAMPLE 1 : Corporation B, a calendar year taxpayer that is a general 
corporation incorporated in this state, ceases all business activities on 
December 22, 2000. On December 29, 2000, B submits to the Secretary 
of State dissolution documents conforming with the Corporations Code 
and a request for a tax clearance certificate based on taxes already paid, 
whereupon the Secretary of State files the Certificate of Dissolution and 
grants B a dissolution conditioned on the Franchise Tax Board issuing a 
tax clearance certificate. The Secretary of State forwards the request for 
a tax clearance certificate to the Franchise Tax Board on January 3, 2001. 
On January 29, 2001 , the Franchise Tax Board informs B that, as condi- 
tions precedent to receiving a tax clearance certificate, B must file a final 
tax return and pay the franchise tax for the 2000 taxable year. B files the 
final return and pays the franchise tax on March 1, 2001. The Franchise 
Tax Board audits the returns for all outstanding taxable years, including 
the final return, and then issues the tax clearance certificate, sending a 
copy to the Secretary of State. The dissolution will then become final as 
of December 29, 2000. the date the documents were filed with the Secre- 
tary of State. Pursuant to Revenue and Taxation Code section 23332, B 
will not be subject to the minimum franchise tax for the 200 1 taxable year 
because B has met each of the requirements of that section by ceasing all 
business activities and filing the dissolution papers before commence- 
ment of the 2001 taxable year. 



EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
B does not file the final return and pay the franchise tax for 2000 on 
March 1, 2001. On January 3. 2002, the Franchise Tax Board suspends 
B pursuant to Revenue and Taxation Code section 23301. On February 
13, 2002, B files a final return but the Franchise Tax Board is unable to 
issue a final tax clearance certificate because B is suspended. 

EXAMPLE 3: Corporation C, a domestic general corporation, is in the 
process of merging with Corporation D, another domestic general corpo- 
ration, where D will be the surviving corporation. C and D have agreed 
to the terms of the merger and file merger documents with the Secretary 
of State. The Secretary of State will file the merger documents without 
receiving a tax clearance certificate for C from the Franchise Tax Board. 
The Secretary of State will inform the Franchise Tax Board of the merger 
and termination of C"s existence. 

EXAMPLE 4: Assume the same facts as in EXAMPLE 3, except Cor- 
poration D. the surviving corporation, is a foreign general corporation 
not qualified to transact intrastate business. To effectuate the merger D 
is required to follow the laws of the juri.sdiction under which it is incorpo- 
rated. However, D is required to submit the required merger documents 
to the Secretary of State and C must obtain a tax clearance certificate from 
the Franchise Tax Board before the Secretary of State will file the merger 
documents. 

(i) Definitions. For purposes of this regulation, the following terms 
mean: 

(1) "Domestic" means any corporation formed under the laws of the 
State of California. 

(2) "Corporation" means any entity recognized as a corporation for 
purposes of the Corporations Code and Chapter 2 of Part 1 1 , Division 2 
of the Revenue and Taxation Code, including both general corporations 
and nonprofit corporafions. 

(3) "Corporations Code" means the California Corporations Code. 

(4) "Foreign" means any corporation formed under the laws of any ju- 
risdiction other than the State of California. 

(5) "General corporation" means a corporaUon that is organized under 
Division 1 of Title 1 or the Corporations Code, section 100 et seq., com- 
monly referred to as stock corporation or business corporation. 

(6) "Nonprofit" means a corporation organized under Division 2 of 
Title 1 of the Corporations Code section 5000 et seq., commonly referred 
to as non-stock corporations. 

(7) "Organization" includes a corporation, a limited liability company, 
or a limited liability partnership, limited partnership, partnership, trust, 
or any other entity. 

(8) "QuaUfied" means the foreign corporation has received a certifi- 
cate of qualification from the Secretary of State for the right to transact 
intrastate business. 

(9) "Secretary of State" means the State of California, Office of Secre- 
tary of State. 

(j) Cross-References. All references to provisions of the Corporations 
Code, discussion of the corporate law consequences of various transac- 
tions, and discussion of the Secretary of State's procedures are intended 
to be illustrative only and are not intended to have substantive effect. For 
information regarding the Corporations Code provisions used in this reg- 
ulation, the corporate law consequences of the various transactions, and 
the Secretary of State's procedures relating to dissolution, surrender, or 
merger please contact the Secretary of State. The following cross-refer- 
ences are relevant for purposes of this regulafion: 

(1) For rules describing the corporate law procedures for effectuating 
dissolution of a general corporation, see Corporations Code section 1 900 
et seq. 

(2) For rules describing the corporate law procedures for effectuating 
dissolution of a nonprofit corporation, see Corporations Code section 
6610 et seq. (public benefit), Corporations Code section 8610 et seq. 
(mutual benefit) and Corporations Code section 9680 (religious). 
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(3) For rules describing the corporate law procedures effectuating sur- 
render of the right to conduct intrastate business for a foreign corpora- 
tion, see Corporations Code section 2 J 12. 

(4) For rules describing the corporate law procedures for effectuating 
a merger of general corporations, see Corporations Code section 1 100 et 
seq. 

(5) For rules describing the corporate law procedures for effectuating 
a merger of nonprofit corporations, see Corporations Code section 6010 
et seq. (public benefit). Corporations Code section 8010 et seq. (mutual 
benefit) and Corporations Code section 9640 (religious). 

(6) For lules describing the corporate law procedures for effectuating 
interspecies mergers see Corporation Code section 1113. 

(7) For rules describing the suspension and revivor process, see Reve- 
nue and Taxation Code sections 23282 and 23301 et seq. 

(8) For rules describing the imposition of the franchise tax for the last 
taxable year of domestic corporations, see Revenue and Taxation Code 
sections 231 14 and 23332. 

(9) For rules describing the use of a final return as a request for a tax 
clearance certificate, see Revenue and Taxation Code section 23335. 

(10) For rules describing audit procedures, including statute of limita- 
tions for issuing a notice of proposed assessment, see Revenue and Taxa- 
tion Code section 19031 et seq. 

NOTE: Authority cited: Section 1950."^, Revenue and Taxation Code. Reference: 
Sections 23332 and 23334, Revenue and Taxation Code. 

History 

1 . Renumbering of Section 2333 l-23334(d) to Section 23334 filed 9-3-82; effec- 
tive thirtieth day thereafter (Register 82, No. 37). 

2. Amendment of section heading, section and NoTH filed 1-9-2003; operative 
2-8-2003 (Register 2003, No. 2). 



Article 9. Affiliated Railroads 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New Reg. 2336I-23364a filed 12-14-64; effective thirtieth day thereafter 
(Register 64, No. 25). 

2. Repealer of Article 9 (Section 23361-23364a) filed 9-3-82; effective thirtieth 
day thereafter (Register 82, No. 37). 



Subchapter 3. Corporation Income Tax 



Article 1. Imposition of Tax 

§ 23501 . Corporations Subject to Tax Under Chapter 3. 

(a) In General. Every corporation, domestic or foreign, which is not 
doing business in this State and not expressly exempt under Article 1 of 
Chapter 4 or the Constitution of the State of California, but which derives 



income from sources within this State or from activities carried on in this 
State, is subject to the tax imposed under Chapter 3. 

The income from sources within this State of corporations doing busi- 
ness in this State is included in the measure of the tax imposed under 
Chapter 2. Consequently, such corporations are not subject to the tax im- 
posed under Chapter 3. 

(b) Foreign Corporations. If the only activities of employees of foreign 
corporations within this State engaging exclusively in interstate com- 
merce are the solicitation of orders for goods to be shipped to customers 
in this State from points outside this State, the corporations are probably 
within the purview of Public Law 86-272 (15 U.S.C. Sections 381, et. 
seq),. Accordingly, such corporations would not be subject to the tax im- 
posed under Chapter 3. 

(c) The income from sources within this State of holding companies, 
i.e., corporations organized to hold the stocks or bonds of other corpora- 
tions and which engage in no other activities, inactive business corpora- 
tions, and corporations whose activities are not of such a character as to 
constitute doing business, is likewise taxable under Chapter 3. since such 
corporations, are not subject to the franchise tax measured by net income 
imposed by Chapter 2. However, such corporations are subject to the 
minimum franchise tax imposed by section 23153, Revenue and Taxa- 
tion Code, if they are incorporated in this State or are qualified to do busi- 
ness in this State, even if they do not actually do business in this State. 

(d) As used in this regulation, "Chapter 2" refers to Chapter 2 of Part 
1 1 , Division 2 of the Revenue and Taxation Code (beginning with section 
23101 of the Revenue and Taxation Code) and "Chapter 3" refers to 
Chapter 3 of Part 1 1 , Division 2 of the Revenue and Taxation Code (be- 
ginning with section 23501. Revenue and Taxation Code). 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23501, Revenue and Taxation Code. 

History 

1 . New Reg. 23501-23504 filed 1 2-1 4-64; effective thirtieth day thereafter (Reg- 
ister 64, No. 25). 

2. Renumbering and amendment of Section 23501-23504 to Section 23501 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

3. Change without regulatory effect amending section and Note filed 4-2-2001 
pursuant tosecfion 100, title 1, California Code of Regulations (Re2ister2001, 
No. 14). 

§ 23504. Taxpayers Formerly Subject to Franchise Tax. 

Every corporation, the income of which was included in the measure 
of tax imposed under Chapter 2, and which becomes subject to the tax 
imposed by this article, shall, in the income year that the change occurs, 
remain subject to the tax imposed under Chapter 2. In subsequent years 
its income, to the extent derived from sources in this State, is taxable un- 
der this article. 

Such corporations are also required to file a return for the calendar year 
in which such change occurs, even though in most cases, because its tax 
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w ill have been prepaid under Chapter 2. no tax is due. The provisions of 
this paragraph may be illustrated by the following example: 

EXAMPLE: 

The A Corporation was doing business in California and reporting on 
a calendar year basis. It commenced doing business in 1 9X 1 and ceased 
business activities and surrendered its right to do intrastate business in 
this State on June 30, 1 9X8. but continued to derive income from sources 
within this Slate; thereby becoming subject to the tax imposed by this ar- 
ticle. It filed a franchise tax return for the income year ended December 
31,1 9X7, which under Section 23222 paid its tax for taxable year ending 
December 31.1 9X8. A is required to file a tax return for information pur- 
poses for the income year ended December 31,1 9X8, even though no tax 
may be due. If A continues to derive income from sources within this 
State, it will be required to file an income tax return under this article for 
the income year ending December 31, 19X9, and subsequent income 
years. The fact that A is required to file an information return for the in- 
come year ended December 31, 19X8, does not affect A"s right to have 
its tax prorated for the year of withdrawal. See Reg. 23331, 23332 and 
23334. 

NOTH; Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23504, Revenue and Taxation Code. 

History 
1. Renumhering and amendment of Section 23501-23504(c) to Section 23504 
filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 



Article 3. Tax Credits 

§ 23636-0. Table of Contents. 

Table of Contents — Regulation Sections 23636-1 through 23636-9 
Section 23636-1. The Joint Strike Fighter (JSF) Wage Credit. 

(a) In General 

(b) Joint Strike Fighter Property Credit 

(c) Cross References 

(d) General References 
Section 23636-2. Deflnitions. 

(a) Joint Strike Fighter 

(b) Initial Contract or Initial Subcontract 

(c) Joint Strike Fighter Program 

(d) Manufactured 

(e) Product For Ultimate Use in a Joint Strike Fighter 
Section 23636-3. Qualified Taxpayer. 

(a) Regulation 23637-3 Shall Apply 
Section 23636-4. Qualified Wages. 

(a) In General 

(b) Amount of Qualified Wages 
Section 23636-5. Qualified Employee. 

(a) In General 

(b) Limitation 
(1) Computation 

(c) Services Directly Related 

Section 23636-6. JSF Contract Bidding. 

(a) In General 

(b) Bid 

(c) JSF Wage Credit Reflected Within the Bid 

(d) JSF Wage Credit Allowable 

(e) Pass-Through Entities 

(f) Copies Provided to Franchise Tax Board 
Section 23636-7. JSF Wage Credit Carryforwards. 

(a) In General 

(b) Carryforwards for Pass-Through Entities 

(c) Carryforwards Permitted After Sunset 
Section 23636-8. Recordkeeping Requirements. 

(a) In General 

(b) Books and Records 

Section 23636-9. Miscellaneous Provisions. 
(a) Effective Dates of the JSF Wage Credit 



(b) Enterprise Zone Hiring Credit 

NOTE:: Authority cited: Section 19503, Revenue and Taxation Code. Rclercncc: 
Section 236.36, Revenue and Taxation Code. 

History 

1 . New section filed 1-23-2003: operative 2-22-2003 (Register 2003, No. 4). l-or 
prior history of ailicle 2, see Register 97, No. 33. 

2. Hditoriai conection amending History 1, repealing article 2 heading and relo- 
cating sections 23636-0 through 23637-1 1 to article 3 (Register 2064. No. 6). 

§ 23636-1 . The Joint Strike Fighter (JSF) Wage Credit. 

The Joint Strike Fighter (JSF) Wage Credit — (See Regulation 
23636-0 for Table of Contents.) 

(a) In General. The Joint Strike Fighter (JSF) Wage Credit is allowed 
to any qualified taxpayer for each taxable year beginning on or after Janu- 
ary 1, 2001, and before January 1, 2006, in the following amounts: 

( 1 ) Fifty percent of qualified wages paid or incurred during any taxable 
year beginning on or after January 1 , 2001 , and before January 1 , 2002. 

(2) Forty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January 1, 2002, and before January 1, 
2003. 

(3) Thirty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January 1. 2003, and before January 1, 
2004. 

(4) Twenty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January 1, 2004, and before January 1, 
2003. 

(5) Ten percent of qualified wages paid or incurred during any taxable 
year beginning on or after January 1 , 2005, and before January 1 , 2006. 

The credit allowed by Revenue and Taxation Code section 23636 and 
this regulation shall not exceed ten thousand dollars ($10,000) per year, 
per qualified employee, subject to reduction as provided in Revenue and 
Taxation Code section 23636, subsection (c), and this Regulation 
23636-5 for employees that are qualified employees for only part of a 
taxable year. 

(b) Joint Strike Fighter Property Credit. The Joint Strike Fighter Prop- 
erty Credit contained in Revenue and Taxation Code section 23637 pro- 
vides a credit for qualified property and capitalized direct labor costs to 
construct, modify or install qualified property used to manufacture prod- 
ucts for ultimate use in a Joint Strike Fighter. In contrast, the Joint Strike 
Fighter Wage Credit allowed by Revenue and Taxation Code section 
23636 and this regulation provides a credit for certain capitalized direct 
labor costs to develop and manufacture inventory property designed to 
be physically installed in or attached to a Joint Strike Fighter. 

(c) Cross References. Regulation 23636-2 contains definitions appli- 
cable to Regulations 23636-1 through 23636-9, inclusive. Regulation 
23636-3 contains rules relating to qualified taxpayers, Regulation 
23636-4 contains rules relating to qualified wages. Regulation 23636-5 
contains rules relating to qualified employees. Regulation 23636-6 con- 
tains rules relating to contract bidding. Regulation 23636-7 contains 
rules relating to carryforwards. Regulation 23636-8 contains general re- 
cordkeeping requirements, and RegulaUon 23636-9 contains other mis- 
cellaneous provisions. For rules reladng to the JSF Wage Credit allowed 
to taxpayers under the Personal Income Tax Law, see Revenue and Taxa- 
tion Code section 17053.36 and the regulations thereunder. 

(d) General References. For purposes of Regulations 23636-1 through 
23636-9, inclusive, the following general references shall apply: 

(1 ) All citations to the Revenue and Taxation Code are to the Califor- 
nia Revenue and Taxation Code. 

(2) All citations to the Internal Revenue Code are to the Internal Reve- 
nue Code of 1986, as amended. 

(3) The credits provided for in Revenue and Taxation Code sections 
17053.36 and 23636 shall be collectively referred to as the "Joint Strike 
Fighter Wage Credit" or the "JSF Wage Credit." 

(4) Unless otherwise provided, any reference to wages in the examples 
in this regulation shall mean wages that are direct labor costs, as used in 
Internal Revenue Code section 263A and defined in the regulations 
thereunder, and shall assume that the wages are qualified wages paid to 
qualified employees to manufacture property in this state for ultimate use 
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in a Joint Strike Fighter. In addition, unless otherwise pro\ ided, all exam- 
ples in this regulation shall assume that the qualified taxpayer's bid to 
manufacture property for ultimate use in a Joint Strike Fighter reflected 
a reduction in the amount of the Joint Strike Fighter Wage Credit allow- 
able as provided in Revenue and Taxation Code section 23636. subsec- 
tion (e). and Regulation 23636-6. 

NOTti: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23636. Revenue and Taxation Code. 

Hlstory 
1. New section filed 1-23-2003: operative 2-22-2003 (Register 2003. No. 4). 

§ 23636-2. Definitions. 

Definitions — (See Regulation 23636-0 for Table of Contents.) 
For purposes of Regulations 23636-1 through 23636-9, inclusive, the 
following definitions shall apply: 

(a) Joint Strike Fighter. The term "Joint Strike Fighier" shall mean the 
next-generation air combat strike aircraft developed and produced under 
the Joint Strike Fighter Program of the United States government. 

(b) Initial Contract or Initial Subcontract. The term "initial contract" 
shall mean the contract awarded by the United States government to a 
prime contractor for any phase, including the Engineering and Manufac- 
turing Development Phase, of the Joint Strike Fighter Program to pro- 
duce the Joint Strike Fighter. The term "initial subcontract" shall mean 
a contract between a prime contractor and any other contractor, or be- 
tween two contractors where one of those contractors is under contract 
with the prime contractor or where the prime contractor or a contractor 
under contract with the prime contractor has consented to the contract in 
writing, to produce a product that is designed to be physically attached 
to or installed in a Joint Strike Fighter under the initial contract. 

(c) Joint Strike Fighter Program. The term "Joint Strike Fighter pro- 
gram" shall mean the multiservice, multinational project conducted by 
the United States government to develop and produce the next generation 
of air combat strike aircraft. 

(d) Manufactured. The term "manufactured" shall mean the process of 
developing, converting or conditioning stock in trade or other property 
properly includible in the inventory of the taxpayer for ultimate use in a 
Joint Strike Fighter by changing the form, composition, quality, or char- 
acter of the property, and includes any improvements to property that re- 
sult in a greater service life or greater functionality than that of the origi- 
nal property. The term "manufactured" shall include the design, 
engineering and testing activities necessary to develop the property. 
Property shall be treated as having a greater service life if such property 
can be used for a longer period than such property could have been used 
prior to the conversion or conditioning of such property. Property shall 
be treated as having greater functionality if it has been improved in such 
a manner that it can be used to perform new or different functions. 

(e) Product for Ultimate Use in a Joint Strike Fighter. The term "prod- 
uct for ultimate use in a Joint Strike Fighter" shall mean a product that 
is properly treated as inventory in the hands of the taxpayer and is de- 
signed to be physically installed in or attached to a Joint Strike Fighter. 
The term "product for ultimate use in a Joint Strike Fighter" shall not in- 
clude any product that is not designed to form a part of the Joint Strike 
Fighter. For this purpose, the term "product" shall include any studies, 
drawings, pilot model or prototype used in connection with the develop- 
ment of the product. For this purpose, the term "inventory" includes any 
property which is required to be included in the qualified taxpayer's in- 
ventory costs under Internal Revenue Code section 263A or that is de- 
scribed in Internal Revenue Code section 1221( 1 ). 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23636, Revenue and Taxation Code. 

History 
I. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23636-3. Qualified Taxpayer. 

Qualified Taxpayer — (See Regulation 23636-0 for Table of Con- 
tents.) 

(a) Regulation 23637-3 Shall Apply. For purposes of Regulations 
23636-1 through 23636-9, inclusive, the provisions of Regulation 



23637-3, as in effect on the date the.se regulations become effective, shall 
apply and are incorporated herein by reference. The term "qualified tax- 
payer" in this regulation shall have the same meaning as the term quali- 
fied taxpayer in Regulation 23637-3. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23636, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23636-4. Qualified Wages. 

Qualified Wages — (See Regulation 23636-0 for Table of Contents.) 
(a) In General. For purposes of Regulations 23636-1 through 
23636-9, inclusive, the term "qualified wages" shall mean that portion 
of wages paid or incurred by the qualifled taxpayer to qualified em- 
ployees that are direct labor costs, as used in Internal Revenue Code sec- 
tion 263A and defined in the regulations thereunder, included in invento- 
ry costs for property manufactured in this state by the qualified taxpayer 
for ultimate use in a Joint Strike Fighter. For this purpose, the term em- 
ployee encompasses both full-time and part-time employees but shall 
not include contract employees or independent contractors referenced in 
Treasury Regulation section 263A-1. Qualified wages shall include 
wages for engineering, design, and testing activities to the extent tho.se 
wages are treated as direct labor costs capitalized to and included in in- 
ventory costs for property manufactured in this state by the qualified tax- 
payer for ultimate use in a Joint Strike Fighter under the same method of 
allocation for California income or franchise tax purposes that the tax- 
payer used for federal income tax purposes under the uniform capitaliza- 
tion allocation rules specified in Treasury Regulation section 1.263A-1 
(as in effect on the date Regulation 23636-4 is effective). 

( 1 ) Direct labor costs shall include all elements of compensation, such 
as basic compensation, overtime pay, vacation pay, holiday pay, sick 
leave pay (other than payments pursuant to a wage continuation plan un- 
der Internal Revenue Code section 105(d) as it existed prior to its repeal 
in 1983). shift differential, payroll taxes, and payments to a supplemental 
unemployment benefit plan, but shall not include any indirect labor costs. 

(2) Indirect labor costs shall include that portion of qualified wages 
that are not direct labor costs. Indirect labor costs include, but are not lim- 
ited to, training costs, officers' compensation, pension and other related 
costs, and employee benefit expenses (including payments pursuant to 
a wage continuation plan under Internal Revenue Code section 105(d) as 
it existed prior to its repeal in 1983). 

(3) In determining whether direct costs of labor are properly included 
in inventory costs for property manufactured in this state by the qualified 
taxpayer for ultimate use in a Joint Strike Fighter, the qualified taxpayer 
shall be required to use the same method of allocation for California in- 
come or franchise tax purposes that the taxpayer used for federal income 
tax purposes under the uniform capitalization allocation rules specified 
in Treasury Regulation section 1 .263 A-1 (as in effect on the date Regula- 
tion 23636^ is effective). 

EXAMPLE 1 : A, a qualified taxpayer, manufactures aircraft naviga- 
tional instruments in its plant in Lancaster. A's manufacturing facility 
employees 20 people that assemble the instrument components. Assume 
that all of A's employees' activities are allocable to property manufac- 
tured in this state by the qualified taxpayer designed for ultimate use in 
a Joint Strike Fighter. A pays its employees $20 per hour, plus the follow- 
ing amounts as an employer: Social Security $1.54; Unemployment In- 
surance $.18; Workers' Compensation Insurance $.60; Health and Life 
Insurance $2.08 and Retirement Benefits $ 1 .68 for total compensation of 
$26.08 per hour. Pursuant to Treasury Regulation section 263A-1, the 
Workers' Compensation Insurance, Health and Life Insurance and Re- 
tirement Benefits amounts are classified as indirect labor costs and are 
not qualified wages. Accordingly, $21.72 of the total wages of $26.08 
paid by A constitute direct labor costs and qualified wages for purposes 
of Revenue and Taxation Code section 23636 and this regulation. 

EXAMPLE 2; Assume the same facts as in EXAMPLE 1 , except A 
purchases pressurized sealing equipment for the navigational instru- 
ments and installs the equipment in B's manufacturing facility located in 
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Burbank. A then enters into a contract with B to pressure seal all of A's 
navigational equipment following assembly by A. A pays B a specified 
hourly rate for sealing the equipment. B is properly classified as an inde- 
pendent contractor. Under these facts, even though the payments are 
made to operate equipment owned by A. the payments to B are not quali- 
fied wages as B is not an employee of A and the payments are not quali- 
fied wages eligible for the credit. However, if B is a qualified taxpayer 
and B meets all of the other requirements of Revenue and Taxation Code 
section 23636 and this regulation, B would be able to claim the JSF Wage 
Credit for wages paid to its own employees, if any, in connection with the 
instalment sealing activity. 

(b) Amount of Qualified Wages. The amount of qualified wages al- 
lowed as a credit under Section 23636 and this regulation shall be as fol- 
lows: 

( 1 ) Fifty percent of qualified wages paid or incurred during any taxable 
year beginning on or after January 1, 2001, and before January 1, 2002. 

(2) Forty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January I, 2002, and before January 1, 
2003. 

(3) Thirty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January 1, 2003, and before January 1, 
2004. 

(4) Twenty percent of qualified wages paid or incurred during any tax- 
able year beginning on or after January 1 , 2004, and before January I , 
2005. 

(5) Ten percent of qualified wages paid or incurred during any taxable 
year beginning on or after January 1, 2005, and before January 1, 2006. 
NOTE; Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23636, Revenue and Taxation Code. 

History 

]. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23636-5. Qualified Employee. 

Qualified Employee — (See Regulation 23636-0 for Table of Con- 
tents.) 

(a) In General. The Joint Strike Fighter Wage Credit is allowed to any 
qualified taxpayer for certain qualified wages paid to qualified em- 
ployees. For purposes of Regulations 23636-1 through 23636-9, inclu- 
sive, the term "employee" means any employee, as described in Sections 
13004, 13004.1 and 13004.5 of the Unemployment Insurance Code, 
whose services for the qualified taxpayer are performed in this state and 
are at least 90 percent directly related to the qualified taxpayer's contract 
or subcontract to manufacture property for ultimate use in the Joint Strike 
Fighter. In order to properiy compute the limitation contained in subsec- 
tion (b), the determinafion of whether an employee is a qualified em- 
ployee must be made on a monthly basis. 

(b) Limitation. The credit allowed by Revenue and Taxation Code sec- 
tion 23636 and this reguladon shall not exceed ten thousand dollars 
($ 1 0,000) per year, per qualified employee. For employees that are quali- 
fied employees for part of a taxable year, the credit shall not exceed ten 
thousand dollars ($10,000) multiplied by a fraction, the numerator of 
which is the number of months of the taxable year that the employee is 
a qualified employee, and the denominator of which is 12. 

(1) Computation. There are two requirements for a qualified em- 
ployee: ( 1 ) services must be performed in California and (2) 90% of those 
services must be directly related to the qualified taxpayer's initial con- 
tract or subcontract to manufacture property for ultimate use in the Joint 
Strike Fighter. Moreover, the dollar limitation contained in Revenue and 
Taxation Code section 23636, subsection (c), and this regulation is based 
upon the number of months during the taxable year that the employee is 
a qualified taxpayer. Accordingly, the determination of a qualified em- 
ployee must be made on a monthly basis during the taxable year. For pur- 
poses of this regulation, a qualified taxpayer must first determine the 
amount of wages paid for the employee's services performed while 
physicaUy located within and without California. Then, with respect to 
the California wages, at least 90 percent of the services performed for 
which California wages are paid each month must be directly related to 



the qualified taxpayer's initial contract or subcontract to manufacture 
property for uUimate use in the Joint Strike Fighter. If at least 90 percent 
of the California services are directly related, then the employee is a qual- 
ified employee for that month. If less than 90 percent of the California 
services are directly related or if all of the employee's services are per- 
formed outside of California, then the employee is not a qualified em- 
ployee for that month. 

EXAMPLE 1 : A, a qualified taxpayer, manufactures avionics systems 
in San Diego and Houston, Texas. B, one of A's employees, works from 
January 1 , 2002, in Houston before being transferred to San Diego on 
July 1 , 2002, to manufacture avionics systems for the Joint Strike Fighter. 
B works in San Diego exclusively on the avionics systems through the 
remainder of the 2002 taxable year. Under these facts, B is not a qualified 
employee for the months of January through June, inclusive, since all of 
B's services were performed outside of California during those months. 
Only wages paid for B's services performed in California are potentially 
eligible for the JSF Wage Credit. Assume B works a total of 160 hours 
per month. Under these facts, B's 160 hours of service related to the qual- 
ified taxpayer's contract or subcontract to manufacture property for ulti- 
mate use in the Joint Strike Fighter is divided by 160 tola! hours of 
California service each month. As a result, 100% of B's California ser- 
vices are related to the qualified taxpayer's contract or subcontract to 
manufacture property for ultimate use in the Joint Strike Fighter and B 
is a qualified employee for six months of the 2002 taxable year. To com- 
pute the $10,000 maximum dollar credit limitaUon, $10,000 would be 
multiplied by 6/12 (the numerator being the number of months B is a 
qualified employee and the denominator being 12) and A would be al- 
lowed a maximum JSF Wage Credit of $5,000 for B's California services 
for the 2002 taxable year. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
B is transferred to San Diego on December 8, 2002, and begins working 
on the avionics systems. Under these facts, B's California wages would 
be separated from the Texas wages. Assume B works a total of 160 hours 
per month and B worked 144 of these hours in California for the month 
of December 2002. B's 144 total hours of California service (a portion 
of B's total December hours) related to the qualified taxpayer's contract 
or subcontract to manufacture property for uUimate use in the Joint Strike 
Fighter is divided by 144 (total hours of California services). As a result, 
100% of B's California services are related to the qualified taxpayer's 
contract or subcontract to manufacture property for ultimate use in the 
Joint Strike Fighter and B is a qualified employee for one month of the 
year. To compute the $ 1 0,000 maximum dollar credit limitation, $ 1 0,000 
would be multiplied by 1/12 (the numerator being the number of months 
B is a qualified employee and the denominator being 12) and A would 
be allowed a maximum JSF Wage Credit of $833 for B's California ser- 
vices. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except B 
instead is promoted to a management position on December 1 , 2002, in 
A's general administraUve division in San Diego. Services in general ad- 
ministrative functions are not services directly related to the qualified 
taxpayer's contract or subcontract to manufacture property for ultimate 
use in the Joint Strike Fighter. Assume B works a total of 160 hours per 
month. Under these facts, B's 160 hours of service related to the qualified 
taxpayer's contract or subcontract to manufacture property designed for 
ultimate use in the Joint Strike Fighter are divided by 1 60 total hours of 
California service for each month from July through November. As a re- 
sult, 100% of B's California services for the months of July through No- 
vember are related to the qualified taxpayer's contract or subcontract to 
manufacture property for ultimate use in the Joint Strike Fighter and B 
is a quaUfied employee for five months of the year. B's December hours 
of service related to the qualified taxpayer's contract or subcontract to 
manufacture property for ultimate use in the Joint Strike Fighter (0 hours) 
is divided by 160 total hours of California service. As a result, none of 
B's December California service is directly related to the qualified tax- 
payer's contract or subcontract to manufacture property for uUimate use 
in the Joint Strike Fighter and B is a qualified employee for only five 
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months of the 2002 taxable year (but not tor December). To compute the 
$ 1 0,000 wage credit limitation, $ J 0,000 would be multiplied by 5/12 (the 
numerator being the number of months B is a qualified employee and the 
denominator being 12) and A would be allowed a maximum JSF Wage 
Credit of $4,167 for B's California services for the months of June 
through November. 

(c) Services Directly Related. For purposes of computing the 90%' di- 
rectly related service requirement under this regulation, services are di- 
rectly related if the wages for those services are properly characterized 
as direct labor costs, as that term is used in Internal Revenue Code section 
263A and defined in the regulations thereunder, as provided in Regula- 
tion 23636—4, and are included in inventory costs for property manufac- 
tured in this state by the qualified taxpayer for ultimate use in a Joint 
Strike Fighter. 

NOTE: Authority cited: Section 19303, Revenue and Taxation Code. Reference: 
Section 23636, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23636-6. JSF Contract Bidding. 

JSF Contract Bidding — (See Regulation 23636-0 for Table of Con- 
tents.) 

(a) In General. The JSF Wage Credit shall not be allowed unless the 
credit is reflected within the bid that forms the basis for the qualified tax- 
payer's contract or subcontract to manufacture property for ultimate use 
in a Joint Strike Fighter. 

(b) Bid. For purposes of this regulation, the term "bid" shall mean a 
written bid or offer to perform a contract to produce a product that is de- 
signed to be physically attached to or installed in a Joint Strike Fighter, 
in response to a request for bids to construct all or a portion of the Joint 
Strike Fighter. The bid shall be submitted in a competitive process where 
the contract will be awarded to the lowest possible bidder or as otherwise 
indicated in the conditions under which the bids will be received and the 
contract awarded. Where the scope of work, request for proposal or rela- 
tionship of the contracting parties is such that only a single party will be 
submitting a proposal or contract to construct all or a portion of the Joint 
Strike Fighter, the term "bid" shall include the proposal submitted or con- 
tract ultimately executed. 

(c) JSF Wage Credit Reflected Within the Bid. For purposes of this 
regulation, the term "reflected within the bid" shall mean: 

( 1 ) the bid that forms the basis of the contact or subcontract is reduced 
by the amount of the JSF Wage Credit allowable, and 

(2) the face of the bid, or an attachment to the bid. contains a calcula- 
tion showing the original bid price, the amount of the JSF Wage Credit 
allowable and the resulting reduced bid amount. 

The JSF Wage Credit allowable shall be a lump sum number reflected 
on the contract or subcontract and the aggregate credit allowable over the 
term of the contract or subcontract is not required to be calculated on the 
basis of the year in which the credit amount is expected to be claimed. 

EXAMPLE 1 : X, a qualified taxpayer, submits a bid to the prime con- 
tractor in the amount of $70 to manufacture retractable landing gear for 
the Joint Strike Fighter. The bid price without the JSF Wage Credit would 
have been $100. The bid form contains an attachment that states the JSF 
Wage Credit allowable for the subcontract is $30 ($100 contract price 
less JSF Wage Credit in the amount of $30 for a reduced contract price 
of $70). X is the successful bidder on the retractable landing gear and 
thereafter is awarded the contract to produce the part for the Joint Strike 
Fighter. X and the prime contractor execute a contract in the amount of 
$70. Under these facts, the $30 JSF Wage Credit amount is reflected 
within the bid that forms the basis for X"s subcontract to manufacture 
property for ultimate use in a Joint Strike Fighter and X may claim the 
$30 JSF Wage Credit if all of the other requirements of Revenue and 
Taxation Code section 23636 and this regulation are met. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
the bid form reflects a price of $ 100. In this circumstance, X is not eligible 
to claim the credit because X has not reduced the amount of the bid by 
the amount of the JSF Wage Credit allowable. 



EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except that 
the bid form reflects a price of $70, but the bid form does not contain an 
attachment showing the amount of the JSF Wage Credit allowable. In this 
circumstance, X is not eligible to claim the credit because even though 
the bid amount has been reduced by the amount of the credit allowable, 
the amount of the credit allowable is not included on the face of the bid 
or in an attachment to the bid. 

EXAMPLE 4: Assume the same facts as in EXAMPLE 1, except that 
the scope of the project changes after the bid is submitted and X and the 
prime contractor execute a contract in the amount of $125, reflecting an 
increase of $55 dollars in the original bid amount. In this circumstance, 
the cost for the expanded scope of the contract was added to the original 
bid amount. As a result, X would only be allowed to claim a $30 JSF 
Wage Credit since this amount was reflected within the original bid. 

EXAMPLE 5: X, a qualified taxpayer, is the prime contractor awarded 
the initial contract from the United States government for the Engineer- 
ing and Manufacturing Development Phase of the Joint Strike Fighter 
Program. X does not include any reduction for the JSF Wage Credit in 
its bid for the Engineering and Manufacturing Development Phase ac- 
cepted by the United States government. Under these facts, X is not able 
to claim the JSF Wage Credit since the credit amount was not reflected 
within the bid that formed the basis for the initial contract for the Engi- 
neering and Manufacturing Development Phase. 

EXAMPLE 6: Assume the same facts as in EXAMPLE 5, except that 
Y responds to a request from X and submits a bid to subcontract a portion 
of the scope of the work covered in the Engineering and Manufacturing 
Development Phase of the Joint Strike Fighter Program. The bid form in- 
cludes an attachment that shows the JSF Wage Credit allowable for the 
subcontract is $20 ($100 contract price less JSF Wage Credit in the 
amount of $20 for a reduced contract price of $80). Y is the successful 
bidder on that portion of the scope of the work and thereafter is awarded 
the contract to produce the part for the Joint Strike Fighter. X and Y 
execute a contract in the amount of $80. Under these facts, the $20 JSF 
Wage Credit amount is reflected within the bid that forms the basis for 
Y's subcontract to manufacture property for ultimate use in a Joint Strike 
Fighter. Even though X, the prime contractor, did not reduce its bid for 
the prime contract and is not eligible to claim the JSF Wage Credit, Y's 
bid met the bidding requirements for claiming the credit and Y may claim 
the $20 JSF Wage Credit if all of the other requirements of Revenue and 
Taxation Code section 23636 and this Regulation are met. 

(3) With respect to a contract to construct all or a portion of the Joint 
Strike Fighter that is executed on a "cost plus" basis, the term "reflected 
within the bid" shall mean that (1) California income or franchise taxes 
are treated as an item of cost to be reimbursed under the terms of the con- 
tract, (2) the cost plus contract, or an attachment to the contract, contains 
a calculation showing the amount of the JSF Wage Credit allowable, and 
(3) the California income or franchise taxes reimbursed under the con- 
tract reflect the reduction for the amount of the JSF Wage Credit allow- 
able. 

(d) JSF Wage Credit Allowable. For purposes of this regulation, the 
term "credit allowable" shall mean at the time the bid for the initial con- 
tract or subcontract is submitted, the amount of the credit the qualified 
taxpayer expects to claim as a result of qualified wages paid in connec- 
tion with the contract or subcontract. The amount of the JSF Wage Credit 
allowed to any qualified taxpayer shall be computed pursuant to Revenue 
and Taxation Code section 23636 and these regulations, but shall not ex- 
ceed the lesser of the credit amount reflected within the bid of the quali- 
fied taxpayer or the credit allowed for actual amounts paid or incurred by 
the qualified taxpayer. 

EXAMPLE: Y, a qualified taxpayer, submits a bid to the prime con- 
tractor to manufacture the cockpit canopy for the Joint Strike Fighter. 
The bid form contains an attachment that shows the JSF Wage Credit al- 
lowable of $30 ($100 contract price less JSF Wage Credit in the amount 
of $30 for a reduced contract price of $70). X is the successful bidder on 
the cockpit canopy and thereafter is awarded the contract to produce the 
part for the Joint Strike Fighter. X and the prime contractor execute a con- 
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tract in the amount of $70. Thereafter, Y"s wage costs to produce the 
cockpit canopy increase by 20% and Y determines that its increase in 
wages paid would result in a JSF Wage Credit in the amount of $36. In 
this circumstance, even though Y' s wage costs have increased. Y is only 
able to claim a JSF Wage credit in the amount of $30 since that is the 
amount of the JSF Wage Credit allowable that was reflected within Y's 
bid. 

(e) Pass-Through Entities. For purposes of this regulation: 

( 1 ) The amount of the JSF Wage Credit allowable reflected on a bid 
submitted by a partnership or an S corporation shall be the amount of the 
JSF Wage Credit expected to be passed through the partnership to the 
partners or the S corporation to the shareholders in accordance with the 
applicable provisions of Part 10 (commencing with section 17001) and 
Part 1 1 (commencing with section 23001) of the Revenue and Taxation 
Code. 

EXAMPLE: Z. a qualified taxpayer, submits a bid to the prime con- 
tractor to manufacture a portion of the hydraulic system for the Joint 
Strike Fighter. Z calculates the total allowable JSF Wage Credit to be 
$ 1 50. Z has a valid S corporation election in effect for California lax pur- 
poses. Under Revenue and Taxation Code section 23803. subsection 
(a)( 1 )( A ). Z's JSF Wage Credit is limited to $50 (one-third of the amount 
ofthe credit otherwise allowable). However, the amount of the JSF Wage 
Credit that is expected to be passed through to Z's shareholders is $150 
and Z must reflect the $150 credit amount on the bid submitted to the 
prime contractor as provided in this regulation. 

(0 Copies Provided to Franchise Tax Board. The qualified taxpayer 
shall provide, upon request ofthe Franchise Tax Board, a copy of any bid 
that forms the basis for a contract or subcontract to manufacture a product 
for ultimate use in a Joint Strike Fighter. 

NOTE; Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23636, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23636-7. JSF Wage Credit Carryforwards. 

JSF Wage Credit Carryforwards — (See Regulation 23636-0 for 
Table of Contents.) 

(a) In General. In any case where the JSF Wage Credit exceeds the 
"tax," the excess may be carried forward to reduce the "tax" for the eight 
taxable years succeeding the taxable year for which the JSF Wage Credit 
is allowed, if necessary, until the credit is exhausted. 

(b) Carryforwards for Pass-Through Entities. In the case of any JSF 
Wage Credit allowed to a pass-through entity, the determination of the 
applicable carryover period for any JSF Wage Credit required to be car- 
ried forward shall be made at the pass-through entity level. 

(c) Carryforwards Permitted After Sunset. For taxable years com- 
mencing on or after January 1 , 2006, any unused JSF Wage Credit may 
be carried forward, as provided above, until the unused JSF Wage Credit 
is exhausted. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23636, Revenue and Taxation Code. 

History 

1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23636-8. Recordkeeping Requirements. 

Recordkeeping Requirements — (See Regulation 23636-0 for Table 
of Contents.) 

(a) In General. For purposes of Regulations 23636-1 through 
23636-9, inclusive, a qualified taxpayer shall be required to maintain 
books and records that are adequate to substantiate its entitlement to any 
claimed JSF Wage Credit. These books and records should be retained 
for as long as the statute of limitations on assessment for the taxable year 
for which the JSF Wage Credit was allowed remains open, and, in the 
case of any JSF Wage Credit that is being carried forward, for the addi- 
tional number of years that the actual carryforward of such JSF Wage 
Credit occurs. 

(b) Books and Records. The books and records maintained by the qual- 
ified taxpayer should be sufficient to clearly establish all necessary facts 



that affect the allowance and amount of the JSF Wage Credit. For this 
puipose. "adequate" recordkeeping depends upon the sufficiency ofthe 
information contained in the documentation. In many ca.ses, the books 
and records normally maintained for California income or franchise tax 
purposes and wage reporting purposes will be adequate substantiation for 
the JSF Wage Credit. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23636, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Regi.sier 2003, No. 4). 

§ 23636-9. Miscellaneous Provisions. 

Miscellaneous Provisions — (See Regulation 2363(>-0 for Table of 
Contents.) 

(a) Effective Dates ofthe JSF Wage Credit. The JSF Wage Credit shall 
cease to be effective on December 1 , 2006; however, any unused credit 
may be carried forward, as provided in Revenue and Taxation Code sec- 
tion 23637, subsection (g), and this regulation. 

(b) Enterprise Zone Hiring Credit. Under Revenue and Taxation Code 
sections 23636 and 23622.7, a qualified taxpayer that also operates in an 
Enterprise Zone may claim both the JSF Wage Credit and the Enterprise 
Zone hiring credit for wages paid to an employee to the extent that all of 
the requirements of each of those sections are satisfied. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23636, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23637-0. Table of Contents. 

Table of Contents — Regulation Sections 23637-1 through 23637-1 1 
Section 23637-1. The Joint Strike Fighter (JSF) Property Credit. 

(a) In General 

(b) Cross References 

(c) General References 
Section 23637-2. Deflnitions. 

(a) Capitalized Labor 

(b) Fabricating 

(c) Joint Strike Fighter 

(d) Initial Contract or Initial Subcontract 

(e) Joint Strike Fighter Program 

(f) Manufacturing 

(g) Packaging 

(h) Placed in Service 

(i) Product For Ultimate Use in a Joint Strike Fighter 
(j) Primarily 
(k) Process 
(/) Processing 
(m) Qualified Activities 
Section 23637-3. Qualifled Taxpayer. 

(a) In General 

(b) Pass-Through Entities 
Section 23637^. Qualified Costs. 

(a) In General 

(b) California Sales and Use Tax Payment Requirement 

(c) Capitalization Requirement 

(d) Capitalized Labor Costs 

(1 ) Capitalized Labor Costs Under Third-Party Contracts 

(e) Qualified Costs Paid or Incurred Pursuant to Binding Contracts 

(1) Allocation of Costs Actually Paid Prior to January 1, 2001 

(2) Binding Contract Bid Amount Reduced by Credit 

(3) Binding Contracts 

(4) Successor or Replacement Contracts 

(5) Option Contracts 

(6) Conditional Contracts 

Section 23637-5. Qualified Property. 

(a) In General 

(b) General Requirements for Qualified Property 
( 1 ) Tangible Personal Property 
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(2) Section 1245(a)(3)(A) Property 

(3) Used to Manufacture a Product for Ultimate Use in a Joint Strike 
Fighter 

(4) Primarily Used in Qualified Activities 

(c) Specifically Excluded Property 

( 1 ) Furniture 

(2) Facilities Used for Warehousing Purposes 

(3) Inventory 

(4) Equipment Used to Store Finished Products 

(5) Tangible Personal Property Used in Administration. General Man- 
agement, or Marketing 

(d) Movement of Used Property Into This State 
Section 23637-6. Leasing. 

(a) In General 

( 1 ) Lessor Not Entitled to JSF Property Credit 

(2) Binding Contract Rules Applicable to Leases 

(3) Special Rules Applicable to All Leasing Transactions 

(A) Placed in Service 

(B) Bid Amount Reduced By Credit 

(b) Operating Leases 

( 1 ) In General 

(2) Applicable Requirements 

(A) Lessee Must Be a Qualified Taxpayer 

(B) Use of Property in Qualified Activities 

(C) Sales or Use Tax Payment Requirement 

(D) Qualified Costs 

(E) Chargeable to Capital Account 

(3) Amount of JSF Property Credit Lessee May Claim 

(A) Qualified Cost to Lessor 

(B) Exception For Capitalized Labor 

(4) Special Rules for Operating Leases 

(A) Limitation on Qualified Costs 

(B) Reduction in Qualified Cost to Lessor 

(C) Qualified Cost to Successor Lessor 

(D) Acquisition by Lessee of Leased Property 

(5) Sale-Leaseback Transactions 

(A) General Rule 

(B) Acquisition Sale and Leaseback 

(6) Lessor Reporting Requirement 

(c) Finance Leases 

(1) In General 

(2) Applicable Requirements 

(A) Lessee Must Be a Qualified Taxpayer 

(B) Use of Property in Qualified Activities 

(C) Sales or Use Tax Payment Requirement 

(D) Qualified Costs 

(E) Chargeable to Capital Account 

(3) Amount of JSF Property Credit Lessee May Claim 
Section 23637-7. JSF Contract Bidding. 

(a) In General 

(b) Bid 

(c) JSF Property Credit Reflected Within the Bid 

(d) JSF Property Credit Allowable 

(e) Pass-Through Entities 

(f) Copies Provided to Franchise Tax Board 
Section 23637-8. Recapture Rules. 

(a) In General 

(b) Disposition 

(c) Disposition of Qualified Property During the Taxable Year Placed 
in Service 

(d) Disposition of Qualified Property During a Taxable Year Subse- 
quent to the Taxable Year Placed In Service 

(e) Adjustment of Carryforwards when Disposition Occurs 

(f) Recapture of JSF Property Credit Allowed to Pass-Through Enti- 
ties 

(1) Partnerships and Partners 



(2) S Corporations and Shareholders 

(A) Corporate Level Recapture 

(B) Pass-through of JSF Property Credit Recapture Amount to Share- 
holders 

Section 23637-9. JSF Property Credit Carryforwards. 

(a) In General 

(b) Carryforwards for Pass-Through Entities 

(c) Carryforwards Permitted After Sunset 
Section 23637-10. Recordkeeping Requirements. 

(a) In General 

(b) Books and Records 

(c) Affidavit Regarding Sales and Use Tax 

(d) Written Statement by Lessor to Lessee 
Section 23637-11. Miscellaneous Provisions. 

(a) Effective Dates of the JSF Property Credit 

(b) Manufacturers' Investment Credit (MIC) 

(c) Enterprise Zone Sales or Use Tax Credit 

NOTE: Authority cited: Section 19503. Revenue and Taxation Code. Reference: 
Section 23637, Revenue and Taxation Code. 

History 
1 . New section filed 1-23-2003; operative 2-22-2003 (Register 2003. No. 4). 

§ 23637-1 . The Joint Strike Fighter (JSF) Property Credit. 

The Joint Strike Fighter (JSF) Property Credit (See Regulation 
23637-0 for Table of Contents.) 

(a) In General. The Joint Strike Fighter (JSF) Property Credit is al- 
lowed to any qualified taxpayer in an amount equal to ten percent (10%) 
of any qualified costs paid or incurred on or after January 1 , 2001, and 
before January 1, 2006, for qualified property that is placed in service in 
this state and used by a qualified taxpayer in qualified activities to 
manufacture a product for ultimate use in a Joint Strike Fighter. A quali- 
fied taxpayer who leases qualified property for use in qualified activities 
of the qualified taxpayer may also claim the JSF Property Credit. Quali- 
fied property may be either new or used and must be placed in service in 
this state and used by a qualified taxpayer in qualified activities for more 
than one year to avoid recapture of the JSF Property Credit. The basis of 
any qualified property for which the JSF Property Credit is claimed is not 
required to be reduced by the amount of any JSF Property Credit claimed. 

(b) Cross References. Regulation 23637-2 contains definitions appli- 
cable to RegulaUons 23637-1 through 23637-1 1, inclusive. Regulation 
23637-3 contains rules relating to qualified taxpayers. Regulation 
23637-4 contains rules relating to qualified costs. Regulation 23637-5 
contains rules relating to qualified property. Regulation 23637-6 con- 
tains rules applicable to leases of qualified property by qualified taxpay- 
ers. Regulation 23637-7 contains rules relating to contract bidding. Reg- 
ulafion 23637-8 contains recapture rules, Regulafion 23637-9 contains 
rules relating to carryforwards, Regulafion 23637-10 contains general 
recordkeeping requirements, and Regulation 23637-11 contains other 
miscellaneous provisions. For rules relating to the JSF Property Credit 
allowed to taxpayers under the Personal Income Tax Law. see Revenue 
and Taxation Code secfion 17053.37 and the regulafions thereunder. 

(c) General References. For purposes of Regulations 23637-1 through 
23637-11, inclusive, the following general references shall apply: 

(1 ) All citafions to the Revenue and Taxation Code are to the Califor- 
nia Revenue and Taxation Code. 

(2) All citations to the Internal Revenue Code are to the Internal Reve- 
nue Code of 1986, as amended. 

(3) The credits provided for in Revenue and Taxation Code sections 
17053.37 and 23637 shall be collectively referred to as the "Joint Strike 
Fighter Property Credit" or the "JSF Property Credit." 

(4) Any reference to sales or use tax shall mean California sales or use 
tax imposed under Part 1 (commencing with section 6001) of Division 
2 of the Revenue and Taxafion Code. Any discussion of California sales 
and use tax law in Regulations 23637-1 through 23637-1 1, inclusive, is 
based upon such law as in effect on the date these regulations become ef- 
fective, and is generally intended to restate the requirements set forth in 
Revenue and Taxafion Code secfion 23637 and to be illustrafive of, but 
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have no effect on, the California sales and use tax law and the regulations 
thereunder. All examples which contain references to an amount of 
California sales or use tax shall be at an assumed hypothetical sales or use 
tax rate of eight percent (8%). 

(5) Unless otherwise provided, any reference to capitalized labor costs 
in the examples in this regulation shall mean labor costs that are direct 
costs, as that term is used in Internal Revenue Code section 263A and de- 
fined in the regulations thereunder, that can be identified or associated 
with and are properly allocable to construction or modification of quali- 
fied property. 

(6) Unless otherwise provided, any reference to qualified property in 
the examples in this regulation shall assume that the qualified property 
is being used primarily to manufacture a product for ultimate use in a 
Joint Strike Fighter. In addition, unless otherwise provided, all examples 
in this regulation shall assume that the qualified taxpayer's bid to 
manufacture property for ultimate use in a Joint Strike Fighter reflected 
a reduction in the amount of the Joint Strike Fighter credit allowable as 
provided in Revenue and Taxation Code section 23637, subsection 
(i)(2), and Regulation 23637-7. 

NOTl:; Authority cited: Section 19503, Revenue and Taxation Code. Reference; 
Section 2.'^637, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23637-2. Definitions. 

Definitions — (See Regulation 23637-0 for Table of Contents.) 
For purposes of Regulations 23637-1 through 23637-1 1. inclusive, 
the following definitions shall apply: 

(a) Capitalized Labor. The term "capitalized labor" shall mean all 
costs of labor that are direct costs, as that term is used in Internal Revenue 
Code section 263A and defined in the regulations thereunder, that can be 
identified or associated with and are properly allocable to the construc- 
tion, modification, or installation of specific items of qualified property. 
For this purpose, labor encompasses full-time and part-time employees, 
as well as contract employees and independent contractors. 

( 1 ) Direct labor costs shall include all elements of compensation, such 
as basic compensation, overtime pay, vacation pay, holiday pay, sick 
leave pay (other than payments pursuant to a wage continuation plan un- 
der Internal Revenue Code section 105(d) as it existed prior to its repeal 
in 1983), shift differential, payroll taxes, and payments to a supplemental 
unemployment benefit plan, but shall not include any indirect labor costs. 

(2) Indirect labor costs are costs that cannot be identified or associated 
with the construction, modification, or installation of specific items of 
qualified property. Indirect labor costs include, but are not limited to, 
training costs, officers' compensation, pension and other related costs, 
and employee benefit expenses (including payments pursuant to a wage 
continuation plan under Internal Revenue Code section 105(d) as it ex- 
isted prior to its repeal in 1983). 

(3) In determining whether direct costs of labor are properly allocable 
to the construction, modification, or installation of a specific item of 
qualified property, the qualified taxpayer shall be required to use the 
same method of allocation for California income and franchise tax pur- 
poses that the taxpayer used for federal income tax purposes under the 
uniform capitalization allocation rules specified in Treasury Regulation 
section 1.263A-1 (as in effect on the date Regulation 23637-2 is effec- 
tive). 

(b) Fabricating. The term "fabricating" shall mean the process of mak- 
ing, building, creating, producing, or assembling components or proper- 
ty to work or be useable in a new or different manner. 

(c) Joint Strike Fighter. The term "Joint Strike Fighter" shall mean the 
next-generation air combat strike aircraft developed and produced under 
the Joint Strike Fighter Program of the United States government. 

(d) Initial Contract or Initial Subcontract. The term "initial contract" 
shall mean the contract awarded by the United States government to a 
prime contractor for any phase, including the Engineering and Manufac- 
turing Development Phase, of the Joint Strike Fighter Program to pro- 
duce the Joint Strike Fighter. The term "initial subcontract" shall mean 



a contract between a prime contractor and any other contractor, or be- 
tween two contractors where one of those contractors is under contract 
with the prime contractor, or where the prime contractor or a contractor 
under contract with the prime contractor has consented to the contract in 
writing, to produce a product that is designed to be physically attached 
to or installed in a Joint Strike Fighter Aircraft under the initial contract. 

(e) Joint Strike Fighter Program. The term "Joint Strike Fighter pro- 
gram" shall mean the multiservice, multinational project conducted by 
the United States government to develop and produce the next generation 
of air combat strike aircraft. 

(0 Manufacturing. The term "manufacturing" shall mean the process 
of converting or conditioning property by changing the form, composi- 
tion, quality, or character of the property for ultimate use in a Joint Strike 
Fighter, and includes any improvements to tangible personal property 
that result in a greater service life or greater functionality than that of the 
original property. Tangible personal property shall be treated as having 
a greater service life if such property can be used for a longer period than 
such property could have been used prior to the conversion or condition- 
ing of such property. Tangible personal property shall be treated as hav- 
ing greater functionality if it has been improved in such a manner that it 
can be used to perform new or different functions. 

(g) Packaging. The term "packaging" shall mean to wrap, seal, box, 
or put together as a unit, but shall include only that portion of any wrap- 
ping, sealing, boxing, or putting together as a unit that is necessary to pre- 
pare the goods for delivery to and placement in the qualified taxpayer's 
finished goods inventory, or to prepare the goods so that they are suitable 
for delivery to and placement in finished goods inventory. AddiUonal 
wrapping, sealing, boxing, or putting together as a unit, such as any wrap- 
ping, sealing, boxing, or putting together as a unit that is necessary to con- 
solidate the finished goods prior to shipping or to protect them during 
transportation, shall not be treated as packaging. 

(h) Placed in Service. The term "placed in service" shall mean the ear- 
liest taxable year in which either of the following occurs: 

(1) under the depreciation method used by the qualified taxpayer for 
California tax purposes, the period for depreciafion with respect to the 
qualified property commences; or 

(2) the qualified property is placed in a condition or state of readiness 
and availability for a specifically assigned funcUon. If qualified property 
meets the conditions of subsection (h)(2) of this regulation in any taxable 
year, it shall be considered placed in service in such year, notwithstand- 
ing that the period for depreciation with respect to the qualified property 
begins in a succeeding taxable year. For example, if under the qualified 
taxpayer's California depreciation practice such qualified property is ac- 
counted for in a muUiple asset account and depreciation is computed un- 
der an averaging convention, or depreciation is computed under the com- 
pleted contract method, the unit of production method, or the retirement 
method, then the qualified property is treated as in a condition or state of 
readiness and availability for a specifically assigned function. Specific 
examples where qualified property shall be considered in a condiuon or 
state of readiness and available for a specifically assigned function in- 
clude (A) parts that are acquired and set aside during the taxable year for 
use as replacements for a particular item or items of qualified property 
in order to avoid operafional time loss, (B) operational items of qualified 
property that are acquired for a specifically assigned function during the 
taxable year where it is not pracficable to use such item of qualified prop- 
erty for its specifically assigned function in the qualified taxpayer's busi- 
ness unUl the following taxable year, and (C) qualified property acquired 
for a specifically assigned funcfion that is operational but is still undergo- 
ing testing to eliminate any defects. Materials and parts acquired to be 
used in the construcfion of an item of qualified property shall not be con- 
sidered in a condiuon or state of readiness and availability for a specifi- 
cally assigned function. 

(i) Product for Ultimate Use in a Joint Strike Fighter. The term "prod- 
uct for ultimate use in a Joint Strike Fighter" shall mean a product that 
is designed to be physically installed in or attached to a Joint Strike Fight- 
er aircraft. The term "product for ultimate use in a Joint Strike Fighter" 
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shall not include any product that is not designed to form a physical part 
of the Joint Strike Fighter aircraft. For this purpose, the term "product" 
shall include any pilot model or prototypes used in connection with the 
development of the product. 

(j) Primarily. The term "primarily" shall mean that property is used 50 
percent or more ofthe time in qualified activities. For purposes of the pre- 
ceding sentence, the term "time" shall mean the total number of hours 
that the property is actually in use during the 12-month period immedi- 
ately following the date the property is placed in service in this state. For 
example, if an item of property is used by a qualified taxpayer for a total 
of 1 00 hours for all uses during the 1 2-month period immediately follow- 
ing the date the property is placed in service in this state, then "primarily" 
used in qualified activities means at least 50 hours of the property's use 
is in qualified activities. 

(k) Process. The term "process" shall mean the period beginning at the 
point at which any raw materials are received by the qualified taxpayer 
and introduced into the manufacturing, processing, or fabricating activ- 
ity ofthe qualified taxpayer and ending at the point at which the manufac- 
turing, processing, or fabricating activity ofthe qualified taxpayer has al- 
tered tangible personal property to its completed form, including 
packaging, if required. Raw materials will be considered to have been 
introduced into the process when the raw materials are stored on the same 
premises where the qualified taxpayer's manufacturing, processing, or 
fabricating activity is conducted. Raw materials that are stored on prem- 
ises other than where the qualified taxpayer's manufacturing, proces- 
sing, or fabricating activity is conducted, shall not be considered to have 
been introduced into the manufacturing, processing, or fabricating pro- 
cess. 

(/) Processing. The term "processing" shall mean the process of physi- 
cally applying the materials and labor necessary to modify or change the 
characteristics of property. 

(m) Qualified Activides. The term "qualified activities" shall mean ac- 
tivities engaged in by a qualified taxpayer that involve manufacturing, 
processing or fabricating a product for ultimate use in a Joint Strike 
Fighter. 

NOTE; Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23637, Revenue and Taxation Code. 

History 
1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23637-3. Qualified Taxpayer. 

Qualified Taxpayer - (See Regulation 23637-0 for Table of Con- 
tents.) 

(a) In General. For purposes of Regulations 23637-1 through 
23637-1 1 , inclusive, a qualified taxpayer is any taxpayer under an initial 
contract or initial subcontract to manufacture property for ukimate use 
in a Joint Strike Fighter. The term "initial contract" shall mean the con- 
tract executed by the United States government and a prime contractor 
for any phase, including the Engineering and Manufacturing Develop- 
ment Phase, of the Joint Strike Fighter Program to produce the Joint 
Strike Fighter Aircraft. The term "initial subcontract" shall mean a con- 
tract between a prime contractor and any other contractor, or between 
two contractors where one of those contractors is under contract with the 
prime contractor or where the prime contractor or a contractor under con- 
tract with the prime contractor has consented to the contract in writing, 
to produce a product that is physically attached to or installed in a Joint 
Strike Fighter Aircraft under the initial contract. 

EXAMPLE 1: X is awarded the contract for the Engineering and 
Manufacturing Development Phase of the Joint Strike Fighter Program 
and executes a contract with the United States government for comple- 
tion of that phase. Under these facts, X is a qualified taxpayer because X 
is a prime contractor awarded the initial contract from the United States 
government for a phase of the Joint Strike Fighter Program. 

EXAMPLE 2: Assume the same facts as EXAMPLE 1, except that X 
and Y are both awarded a portion of the contract for the Engineering and 
Manufacturing Development Phase of the Joint Strike Fighter Program 



and both execute contracts with the United States government for 
completion of their respective portions of that phase. Under these facts, 
both X and Y are qualified taxpayers because they are prime contractors 
awarded inifial contracts from the United States government for a phase 
of the Joint Strike Fighter Program. 

EXAMPLE 3: Assume the same facts as EXAMPLE 1. except that Z 
submits a bid to X, the prime contractor, and is awarded a subcontract to 
manufacture a product for ultimate use in a Joint Strike Fighter under the 
scope of the initial contract. Under these facts, Z is a qualified taxpayer 
because Z is a subcontractor under an initial subcontract for a phase of 
the Joint Strike Fighter Program. 

EXAMPLE 4: Assume the same facts as EXAMPLE 3, except that A 
submits a bid to Z and is awarded a contract with Z to perform a portion 
of Z"s work under the scope of Z's contract with X. Under these facts, A 
is also a qualified taxpayer because Z is under contract with one ofthe 
prime contractors and A is therefore a subcontractor under an initial sub- 
contract for a phase of the Joint Strike Fighter Program. 

EXAMPLE 5: Assume the same facts as EXAMPLE 4, except that A 
contracts with B to complete a porfion of the work under A's contract 
with Z. Neither X nor Z consent in writing to the contract between A and 
B. B thereafter completes all of the work in its contract with A. Even 
though A has assisted in manufacturing a product for ultimate use in a 
Joint Strike Fighter under the scope of the initial contract, A is not a quali- 
fied taxpayer because X has not consented in writing to the contract and 
B is thus not a subcontractor under an initial subcontract for a phase of 
the Joint Strike Fighter Program. 

(b) Pass-Through EnUfies. For purposes of Regulations 23637-1 
through 23637-1 1 , inclusive, in the case of any pannership or S corpora- 
tion, the determinafion of whether a taxpayer is a qualified taxpayer shall 
be made at the entity level. Any credit allowed under Revenue and Taxa- 
tion Code section 23637 and this regulation shall be passed through to the 
partners or shareholders in accordance with applicable provisions of Part 
10 (commencing with section 17001) or Part 1 1 (commencing with sec- 
tion 23001) ofthe Revenue and Taxafion Code. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23637, Revenue and Taxation Code. 

History 

\. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23637-4. Qualified Costs. 

Qualified Costs — (See Regulafion 23637-0 for Table of Contents.) 

(a) In General. For purposes of Regulations 23637-1 through 
23637-1 1, inclusive, the term "qualified costs" includes any costs paid 
or incurred by a qualified taxpayer for the construction, reconstruction, 
or acquisifion of qualified property on or after January 1, 2001, and be- 
fore January 1, 2006, provided that California sales or use tax has been 
paid, directly or indirectly, on such costs (except for costs paid or in- 
curred for capitalized labor), and such costs are properiy chargeable to 
the qualified taxpayer's capital account. However, the term "qualified 
costs" does not include the amount of any California sales or use tax paid, 
directly or indirectly, by the qualified taxpayer. 

(b) California Sales and Use Tax Payment Requirement. In order for 
costs to be treated as qualified costs, California sales or use tax must be 
paid, directly or indirectly as a separately stated contract amount or as de- 
termined from the books and records of the qualified taxpayer, with re- 
spect to the qualified property. For purposes of Regulafions 23637-1 
through 23637- 1 1 , inclusive, the requirement that California sales or use 
tax be paid prior to claiming the JSF Property Credit shall be deemed sa- 
tisfied as ofthe date the California sales or use tax is due and payable un- 
der Part 1 (commencing with section 6001) of Division 2 ofthe Revenue 
and Taxation Code. In the case of any costs paid or incurred by the quali- 
fied taxpayer upon which California sales or use tax has not been paid 
(except in the case of amounts properly treated as capitalized direct labor 
for the construcfion, modificafion, or installafion of qualified property), 
such amounts shall not be treated as qualified costs. In the case of any 
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leasing transaction. Regulation 23637-6 contains special rules applica- 
ble to the California sales and use tax payment requirement. 

EXAMPLE 1: D, a qualified taxpayer, purchases three hydrauhc tur- 
bines from B, a California manufacturer of hydraulic turbines, for $500 
to be used in D's manufacturing facility in Escondido. Under the terms 
of the purchase contract, B agrees to install the turbines at D's manufac- 
turing facility by affixing them to the facility's concrete floor for an addi- 
tional $ 1 00. Assume $36 of the $ 1 00 installation charge constitutes direct 
labor costs paid by B to its employees under Internal Revenue Code sec- 
tion 263A. B charges and collects from D $40 in California sales tax un- 
der the contract ($500 X 8%), with the $100 in installation charges being 
separately stated in the purchase contract and for purposes of this exam- 
ple are assumed to be exempt from California sales and use tax. Under 
these facts, D has $536 in qualified costs ($500 in costs upon which 
California sales tax was paid and $36 in capitalized direct labor costs, but 
excluding the $40 in sales tax). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
instead of D purchasing the turbines from B. D enters into a "fixed-price, 
turn-key" contract with C, the terms of which require D to pay C a total 
of $640 upon delivery and installation of the turbines in D's manufactur- 
ing facility. C, instead of delivering a resale certificate to B, pays $40 
($500 X 8%) in California sales tax to B on its purchase of the turbines. 
Under C's contract with D, the $40 California sales tax paid by C is a sep- 
arately stated item. Under these facts, since the sales lax was separately 
stated in D's contract with C and paid by C on behalf of D, D is treated 
as having satisfied the California sales tax payment requirement. Howev- 
er, since $40 of the total contract price represents the sales tax paid indi- 
rectly by D, the amount of D's qualified costs is $536 ($500 for the tur- 
bines plus $36 in capitalized direct labor costs, but excluding the $40 in 
sales tax). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
D's contract with C does not separately state the amount of California 
sales tax paid by C. However, D's books and records substantiate that C 
paid California sales tax on behalf of D and that the total contract price 
of $640 is broken down between $500 for the turbines, $40 in California 
sales tax, and $100 in installation charges. Under these facts, the result 
is the same as in EXAMPLE 2 since the amount of California sales lax 
treated as being paid indirectly by D can be determined from D's books 
and records. 

(c) Capitalization Requirement. In order for costs to be treated as qual- 
ified costs, they must be amounts properly chargeable to the capital ac- 
count of the qualified taxpayer. Amounts shall be treated as properly 
chargeable to capital account if under the qualified taxpayer' s method of 
tax accounting they are properly includible in the qualified taxpayer' s ba- 
sis for computing depreciation on the qualified property under Revenue 
and Taxation Code section 24353. However, any amounts not required 
to be included in the quaUfied taxpayer's basis for depreciation purposes 
shall not be treated as qualified costs. For example. Internal Revenue 
Code section 179 provides that amounts for which an election is made 
under that section to currently deduct such amounts are "not chargeable 
to capital account." Thus, any amounts for which a qualified taxpayer 
makes an election to currently expense for California income or franchise 
tax purposes under either Internal Revenue Code sections 179 or 179A, 
or amounts for which a qualified taxpayer makes an election for Califor- 
nia purposes to cun^ently expense under Internal Revenue Code section 
179-type provisions such as Revenue and Taxation Code sections 
24356.6 (Targeted Tax Area businesses), 24356.7 (Enterprise Zone busi- 
nesses), or 24356.8 (Local Agency Military Base Recovery Area busi- 
nesses), are treated as amounts that are not properly chargeable to capital 
account. In addition, any costs paid or incurred for property with a useful 
life of less than one year which may properly be expensed under Internal 
Revenue Code section 162 would be treated as amounts not properly 
chargeable to capital account. Although costs that are not properly 
chargeable to capital account are not treated as qualified costs, the por- 
tion of the cost of any item of qualified property that is properly charge- 
able to capital account (such as, for example, the amount in excess of 



what may be currently deducted under Internal Revenue Code section 
179) may be a qualified cost under Revenue and Taxation Code section 
23637. 

EXAMPLE 1 : F, a qualified taxpayer which is a California S corpora- 
tion, purchases 50 stainless steel racks for $900 from G for use in F's pro- 
duction line in Palmdale. F pays $72 ($900 X S9c) in California sales tax 
on the purchase. F makes an election for California franchise tax pur- 
poses to currently expense the enfire cost of the stainless steel racks under 
Revenue and Taxation Code section 23802, subsection (f)(1) (Internal 
Revenue Code section 1 79). Under these facts, the $900 paid by F for the 
stainless steel racks would not be treated as a qualified cost since the $900 
is not properly chargeable to F's capital account under Revenue and 
Taxation Code section 23802, subsection (f)(1) (Internal Revenue Code 
section 179). 

EXAMPLE 2: H, a quahfied taxpayer doing business in the Fresno En- 
terprise Zone, purchases a drill press for $25 from I, and pays $2 (8% of 
$25) in California sales tax on the purchase. H makes an election under 
Revenue and Taxation Code section 24356.7 to expense 40% of the cost 
of the drill press. Under these facts. $ 10 of the $25 paid by H would not 
be treated as a qualified cost since the $10 is not properly chargeable to 
H's capital account. 

(d) Capitalized Labor Costs. For costs paid or incurred by the qualified 
taxpayer for capitalized labor, the requirement that California sales or use 
tax be paid in order for the costs to be treated as qualified costs shall not 
apply. The qualified taxpayer shall have the burden of establishing the 
amount of any cost paid or incurred for capitalized labor that is a direct 
labor cost, as that term is used in Internal Revenue Code secfion 263A 
and defined in the regulations thereunder, that can be identified or 
associated with and are properly allocable to the construction, modifica- 
tion, or installation of any item of qualified property. This burden may, 
for example, ordinarily be satisfied by either an invoice, supported by the 
books and records of the qualified taxpayer, that separately states the 
amount of capitalized direct labor for qualified property acquired by pur- 
chase or, in the case of self-constructed qualified property, from books 
and records of the qualified taxpayer that establish the amount of capital- 
ized direct labor for the construction of the item of qualified property. 

EXAMPLE 1 : G, a qualified taxpayer, purchases a machine that is 
qualified property from X for $500. The price of the machine includes 
$50 in separately stated shipping charges. X collects California sales tax 
of $34 (8% of $450) from G, with the shipping charges assumed to be ex- 
empt from California sales and use tax. Upon receipt of the machine, G 
incurs an additional $50 in capitalized direct labor costs to have G's em- 
ployees install the machine in G's manufacturing facility in Riverside, 
and $25 in training costs to train G's personnel to properly operate the 
machine. Under these facts, only the cost of the machine upon which 
California sales tax was paid ($450), plus the capitalized direct labor 
installation costs ($50), would be treated as qualified costs. The $50 paid 
for shipping charges is not a qualified cost since no California sales tax 
was paid on such amounts, nor are the shipping charges treated as capital- 
ized direct labor costs. The $25 incurred by G in training costs is not a 
qualified cost since training costs are indirect labor costs under subsec- 
tion (a)(2) of Regulation 23637-2. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
the $50 in freight charges are not separately stated and X collects $40 (8% 
of $500) in California sales tax from G. Under these facts, the cost of the 
machine, including the freight charges, upon which California sales tax 
was paid ($500), plus the capitalized direct labor installation costs ($50), 
would be treated as qualified costs. 

EXAMPLE 3: J, a qualified taxpayer, purchases an extended warranty 
contract on qualified property. J's extended warranty contract provides 
that all unscheduled maintenance and repairs will be performed at no cost 
by the seller or its agent. Assume that the costs of the extended warranty 
contract are exempt from California sales and use tax. Under these facts, 
the extended warranty contract is not treated as a capitalized direct labor 
cost since it is not for the construction, modification, or installation of 
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qualified property. As a result, the costs paid for the extended warranty 
contract are not qualified costs. 

EXAMPLE 4: K, a qualified taxpayer, purchases a machine that is 
qualified property and then uses its own employees to install and modify 
the machine, including necessary adjustments, alignments and "debug- 
ging," so that the machine will properly run K's assembly line. Under 
these facts, assuming that K properly capitalizes for California tax pur- 
poses its direct labor costs for installing and modifying the machine, the 
labor costs are treated as capitalized direct labor costs and are thus quali- 
fied costs. 

EXAMPLE 5: L, a qualified taxpayer, purchases a comprehensive in- 
surance policy on an item of qualified property. L may not include the 
premiums for the insurance policy as qualified costs because the insur- 
ance policy covers risk of loss, and is not a capitalized direct labor cost 
that is associated with the construction, modification or installation of 
qualified property. 

(1) Capitalized Labor Costs Under Third-Party Contracts. Only ca- 
pitalized direct labor costs, as that term is used in Internal Revenue Code 
section 263 A and defined in the regulations thereunder, that can be iden- 
tified or associated with and are properly allocable to the construction, 
modification, or installation of specific items of qualified property, 
constitute qualified costs for purposes of the JSP Property Credit. For ca- 
pitalized labor costs paid or incurred by a qualified taxpayer to a third- 
party contractor for the construction, modification or installation of qual- 
ified property, a qualified taxpayer is only allowed to include as qualified 
costs those direct labor costs that the qualified taxpayer could include if 
the qualified taxpayer had itself constructed the qualified property using 
its own employees. To determine whether the labor costs can be included 
as capitalized direct labor costs for the JSP Property Credit, the qualified 
taxpayer is required to look through its contract with the third party and 
put itself in the shoes of the third party for purposes of computing quaU- 
fied costs. 

EXAMPLE: H, a qualified taxpayer, contracts with 1 for $100 to have 
a machine that is qualified property modified to increase its per-unit out- 
put. Assume that the labor costs associated with the modification are ex- 
empt from California sales and use tax. Assume also that $45 of the $100 
contract constitutes direct labor costs paid by 1 to its employees under In- 
ternal Revenue Code section 263A and the regulations thereunder. Al- 
though H does not pay California sales or use tax on the modification 
work, H may include in its qualified costs a portion of the costs of modify- 
ing the machine since $45 of the $ 1 00 is properly treated as a capitalized 
direct labor cost for the modification of qualified property. H must 
"look-through" the contract with I so that only those costs that constitute 
capitalized direct labor costs with respect to payments made by I to its 
employees shall constitute direct labor costs with respect to H. 

(a) Qualified Costs Paid or Incurred Pursuant to Binding Contracts. 
Por any qualified property constructed, reconstaicted, or acquired by the 
quahfied taxpayer (or any person related to the qualified taxpayer within 
the meaning of Internal Revenue Code sections 267 or 707) pursuant to 
a binding contract in existence on or prior to January 1, 2001, costs paid 
pursuant to that contract shall be subject to allocation under the rules in 
this subsection. 

(I) Allocation of Costs Actually Paid Prior to January 1, 2001 . In any 
case where a qualified taxpayer has actually paid amounts (including, 
without limitation, contractual deposits and option payments) prior to 
January 1 , 200 1 , under a binding contract, any such amounts shall not be 
treated as qualified costs. However, if under any binding contract a quali- 
fied taxpayer has paid amounts both before and after January 1, 2001, 
then the amounts actually paid after December 3 1 , 2000, to the extent 
properly allocable to the construction, reconstruction, or acquisition of 
qualified property, shall be treated as qualified costs. In the case of any 
contract that was binding on January 1, 2001, under the terms of which 
a qualified taxpayer will acquire both qualified property and non-quali- 
fied property, and the qualified taxpayer has actually paid amounts both 
before and after January 1 , 2001 , then the amounts paid prior to January 
1, 2001, and the amounts paid after December 31, 2000, must be allo- 



cated between the qualified properly and the non-qualified property in 
proportion to the actual amounts paid prior to January 1, 2001, and the 
total contract price. 

(2) Binding Contract Bid Amount Reduced by Credit. In no event shall 
the allocation provided in this subsection be allowed unless the bid that 
was the basis of the binding contract in existence on or prior to January 
1 , 200 1 , was reduced by the amount of the JSP Property Credit allowable 
as required by Revenue and Taxation Code section 23637, subsection 
(i)(2), and Regulation 23637-7. 

EXAMPLE 1 : On October 1 , 2000, M, a qualified taxpayer, executes 
a contract to purchase five machines and ten computers that are qualified 
property for a total of $ 1 00 (plus applicable California sales tax). M will 
use the qualified property to complete a subcontract where the bid 
amount was reduced by the amount of the JSP Properly Credit allowable. 
Under the terms of the contract, M is required to make a non-refundable 
$20 deposit upon execution of the contract and pay the remaining $80 
upon delivery of the machines and computers. On May 1, 2001. the ma- 
chines and computers are delivered and M pays the remaining $80 due 
under the contract. Under these facts, the $20 actually paid by M in 2000 
will not be treated as a qualified cost, but the remaining $80 paid in 2001 
will be treated as a qualified cost. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
the computers are not qualified property because M intends to use them 
for general administrative purposes. The computers represent $20 of the 
total $100 contract price. Under these facts, since M is purchasing both 
qualified property and non-qualified property under a binding contract, 
the $20 paid prior to January 1. 2001, and the $80 paid after December 
3 1 , 2000, must be allocated between the machines and the computers. 
Since the cost of the machines represent 80% of the total contract price 
($80/$ 1 00), and $20 was actually paid prior to January 1 , 200 1 , $ 1 6 ( 80% 
of $20) of the total $80 paid for the machines is treated as having been 
paid prior to January 1, 2001, and is thus not treated as a qualified cost. 
However, the remaining $64 ($80-$ 16) paid for the machines is treated 
as a qualified cost. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except that 
the qualified taxpayer did not reduce the amount of the bid that formed 
the basis of the subcontract by the amount of the JSP Property Credit al- 
lowable. Under these facts, M is not entitled to any credit since the bid 
amount was not reduced by the amount of the JSP Property Credit allow- 
able. 

(3) Binding Contracts. For purposes of Regulations 23637-1 through 
23637-1 1 , inclusive, a contract shall be treated as binding where the con- 
tract is enforceable under state law against the qualified taxpayer (or any 
related party within the meaning of Internal Revenue Code sections 267 
or 707) and the amount of potential damages (whether by an express liq- 
uidated damages provision or otherwise) for which the qualified taxpayer 
may be liable upon cancellation or breach of the contract would equal or 
exceed five percent (5%) of the total contract price. However, a contract 
to acquire a component part of a larger item of property shall only be 
treated as a binding contract to acquire such component part and shall not 
be treated as a binding contract to acquire the larger item of property un- 
der the general rule for binding contracts. Por example, a written binding 
contract to acquire a motor to power a drill press would be a binding con- 
tract only for the motor, not for the entire drill press. 

EXAMPLE 1: X, a qualified taxpayer, enters into a written contract 
with Y on August 15, 2000, under which X agrees to purchase 10 ma- 
chines for $ 1 50 for delivery on December 1 , 200 1 . Under the terms of the 
contract, X is required to make a non-refundable deposit of $10 upon 
execution of the contract. Under these facts, since X's potential damages 
upon cancellation or breach of the contract equal or exceed 5% of the to- 
tal contract price ($10/$150, or 6.7%), X's contract with Y is treated as 
a binding contract in existence on or prior to January 1, 2001. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
Y is required to refund half of X's $10 deposit in the event X cancels the 
contract. Assume further that X's potential damages to Y upon breach of 
the contract are Hmited by a liquidated damages provision to the $5 of X' s 
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deposit that Y is not required to refund to X. Under these facts. X"s con- 
tract is not treated as a binding contract in existence on or prior to January 
1 . 2001 , since X"s potential damages under the contract are less than 59c 
of the total contract price ($?/$! 50. or 3.37f ). 

(4) Successor or Replacement Contracts. Any contract entered into on 
or after January 1 , 200 1 , that is a successor or replacement contract to a 
contract that was binding prior to January 1, 2001, shall be treated as a 
binding contract in existence prior to January 1, 2001, and shall be sub- 
ject to the same rules described in this section applicable to binding con- 
tracts generally. However, if a successor or replacement contract is en- 
tered into on or after January 1, 2001, and the subject of the successor or 
replacement contract relates both to amounts to be paid or incurred for 
the construction, reconstruction, or acquisition of qualified property de- 
scribed in the original binding contract and to amounts to be paid or in- 
curred for the construction, reconstruction, or acquisition of qualified 
property not described in the original binding contract, then the portion 
of those amounts described in the successor or replacement contract that 
were not described in the original binding contract shall not be treated as 
costs paid or incurred pursuant to a binding contract in existence prior to 
January 1,2001. 

EXAMPLE 1 : On December 1.5, 2000, P, a qualified taxpayer, enters 
into a binding contract with Q to purchase three drill presses that are qual- 
ified property for a total contract price of $.50. Under the terms of the con- 
tract, P makes a non-refundable $ 1 deposit to Q on December 20, 2000. 
On February 15, 2001, P and Q mutually agree to rescind the original 
contract and simultaneously execute a new contract under which P re- 
quests minor modifications to the specifications for the drill presses. Un- 
der the new contract, the total contract price is increased to $55 to com- 
pensate Q for Q"s additional costs of modifying the specifications for the 
drill presses. Under these facts, the February 15, 2001, contract is treated 
as a replacement contract to the December 1 5, 2000, contract, and the $ 1 
deposit made by P on December 20. 2000, is not treated as a qualified 
cost. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
upon rescission of the original contract Q refunds P's $10 deposit. Under 
the terms of the new contract P is legally obligated to make a non-refund- 
able deposit of $ 1 5 to Q within ?>Q days of the execution of the contract. 
Under these facts, the new contract is still treated as a replacement con- 
tract. Despite Q's refund to P, $ 1 of the total $ 1 5 deposit made by P un- 
der the new contract is property treated as having been actually paid prior 
to January 1, 2001, and will not be treated as a qualified cost. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except that 
under the new contract P agrees to purchase five drill presses instead of 
the three drill presses under the original contract. The total contract price 
for the new contract is increased to $85. Under these facts, the new con- 
tract is still treated as a replacement contract with respect to the three drill 
presses which were the subject of the original contract, and the $10 actu- 
ally paid by P prior to January 1, 2001, is not treated as a qualified cost. 

EXAMPLE 4: On November 1, 2000, R, a qualified taxpayer, enters 
into a binding contract with S to purchase two machines for $ 1 each and 
five computers for $2 each, for a total contract price of $30. Assume that 
the machines are qualified property, but since R will use the computers 
in its general administraUve office, the computers are not qualified prop- 
erty. Under the terms of the contract. R makes a non-refundable $ 1 de- 
posit to S on November 5,2000. On March 1, 2001, R and S mutually 
agree to rescind the original contract and simultaneously execute a new 
contract under which R agrees to purchase three machines and five com- 
puters for $40. Under these facts, the March 1, 2001 , contract is treated 
as a replacement contract to the November 1 , 2000, contract to the extent 
of the two machines and the five computers, but is not treated as a replace- 
ment contract as to the third machine added by the March 1 , 2001, con- 
tract. The $ 1 deposit actually paid prior to January 1 , 2001 , is not treated 
as a qualified cost. However, none of this $10 deposit amount is required 
to be allocated to the third machine for puq}oses of allocating the total 
contract price between the qualified property and the non-qualified prop- 
erty because the March 1, 2001, contract is not treated as a binding con- 



tract under this section as to the third machine, so that the entire $ 1 cost 
of the third machine is a qualified cost. 

(5) Option Contracts. For purposes of Regulations 23637-1 through 
23637-1 1, inclusive, in any case where a qualified taxpayer (or any re- 
lated party within the meaning of Internal Revenue Code .sections 267 or 
707) had an option to acquire qualified property on or prior to January 1 , 
2001, the option shall generally be treated as a binding contract. Howev- 
er, if the option holder would be required to forfeit an amount that is less 
than ten percent (109^0 of the fixed option price upon cancellation or 
non-exercise of the opfion. then the option shall not be treated as a bind- 
ing contract. 

EXAMPLE 1: On May 1, 2000, F, a qualified taxpayer, pays $150 to 
G for the right to purchase G' s aluminum die-casting equipment for a to- 
tal contract price of $900 (including the amount paid for the option) at 
any time prior to May 1, 2002. Under the terms of the option, the $ 150 
is not refundable in the event F does not exercise its option. On January 
15, 2002, F exercises its option to purchase G's casting equipment and 
delivers the remaining $750 due to G under the terms of the option. Since 
the option holder would have been required to forfeit more than 10% of 
the fixed option price upon cancellation or non-exercise of the option 
($150/900, or 17%), the opfion is treated as a binding contract and the 
$1 50 paid by F prior to January 1 , 2001 , is not treated as a qualified cost. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
F pays only $80 for the option and is not obligated to forfeit any addition- 
al monies to G in the event F chooses not to exercise the option. Under 
these facts, the opfion is not treated as a binding contract since the maxi- 
mum amount that F would be required to forfeit under the option contract 
is less than 10% of the fixed option price ($80/900, or 9%). 

(6) Conditional Contracts. A contract shall be treated as binding not- 
withstanding the fact that the contract is subject to a condition. 

EXAMPLE: On December 1 , 2000, T, a qualified taxpayer, enters into 
a contract to purchase seven machines that are qualified property. The 
contract provides for a twenty percent (20%) down payment on Decem- 
ber 1, 2000, with the balance to be paid on January 30, 2001. However, 
T"s obligafions under the contract are expressly conditioned upon the 
complefion of T's new manufacturing facility in Palmdale. Despite this 
condition, the contract is treated as a binding contract in existence on or 
prior to January 1, 2001. 

Note-. Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23637, Revenue and Taxation Code. 

History 
I. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23637-5. Qualified Property. 

(Qualified Property — See Regulation 23637-0 for Table of Con- 
tents.) 

(a) In General. For purposes of Regulations 23637-1 through 
23637-1 1 , inclusive, the term "qualified property" includes tangible per- 
sonal property, whether new or used, that is defined in Internal Revenue 
Code secfion 1 245(a)(3)(A) and is used by a qualified taxpayer primarily 
in qualified acUvities to manufacture a product for ultimate use in a Joint 
Strike Fighter. The term "qualified property" does not include certain 
types of property described in subsecUon (c) of this regulation. The basis 
of any qualified property for which the JSF Property Credit is claimed is 
not required to be reduced by the amount of any JSF Property Credit 
claimed. 

(b) General Requirements for Qualified Property. In order for property 
to be treated as qualified property, the property must satisfy each of the 
requirements of this subsection of this regulation. 

(1) Tangible Personal Property. For purposes of this .section, property 
must be tangible personal property. The term "tangible personal proper- 
ty" means any tangible property except land and improvements thereto, 
such as buildings or other inherently permanent structures (including 
items which are structural components of such buildings or structures). 
Tangible personal property includes all property (other than structural 
components) which is contained in or attached to a building. Thus, for 
example, producfion machinery, printing presses, and testing equipment 
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which is contained in or attached to a building are tangible personal prop- 
erty. Furthermore, all property which is in the nature of machinery (other 
than structural components of a building or other inherently permanent 
structures) shall be considered tangible personal property even though 
located outside a building. The determination of whether property will 
be treated as an inherently permanent structure shall be made under Inter- 
nal Revenue Code section 1245(a), so that generally property will be 
treated as an inherently permanent structure (and thus not tangible per- 
sonal property) if the property is either intended to be or is in fact affixed 
permanently, and is either incapable of being moved or, if movable, 
would suffer a significant degree of damage upon its removal. Lt)cal law, 
including state, county, city, or regional, shall not be controlling for pur- 
poses of determining whether property is or is not "tangible" or "person- 
al." so that the fact that under local law property is held to be personal 
property or tangible property shall not affect the determination of wheth- 
er such property is tangible personal property for purposes of the JSF 
Property Credit. 

EXAMPLE 1: B. a qualified taxpayer, manufactures aircraft engines 
in a manufacturing plant located in Tustin. B decides to upgrade its as- 
sembly line by installing a heavy-duty overhead crane which will be per- 
manently affixed to the building structure. Prior to installing the crane B 
constructs steel columns that extend from the crane's girder to the roof 
of the building. Under these facts, while the steel columns may be treated 
as "other tangible property" under Internal Revenue Code section 
1245(a)(3)(B). the steel columns are not tangible personal property and 
thus are not qualified property. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1. except 
instead consider the heavy-duty overhead crane. The crane moves back 
and forth along the assembly line on craneway tracks that are permanent- 
ly bolted to the building's ceiling beams and is hard-wired to the build- 
ing's electrical system. Despite its permanent affixation to the building, 
the crane is an item of tangible personal property. 

(2) Section 1245(a)(3)(A) Property. Only personal property described 
in Internal Revenue Code section 1245(a)(3)(A) is treated as qualified 
property for purposes of the JSF Property Credit. Other tangible property 
that is described in Internal Revenue Code section 1 245(a)(3)(B) through 
(F). is not "personal" property and is thus not qualified property under 
Revenue and Taxation Code section 23637. 

EXAMPLE 1 F. a qualified taxpayer, manufactures airplane fuse- 
lages. F constructs a building which is open at both ends through which 
a length of track travels to move the fuselages during several steps in the 
manufacturing process. Since the building is not tangible personal prop- 
erty defined in Internal Revenue Code section 1245(a)(3)(A). it would 
not be treated as qualified property. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 . but in addi- 
tion. F constructs and installs machinery in the building to facilitate the 
assembly of the fuselages. Although the machinery is permanently 
installed in the building, it is not a structural component of the building 
and can be removed without dismantling the building. As a result, the ma- 
chinery is tangible personal property that is defined in Internal Revenue 
Code section 1245(a)(3)(A). 

(3) Used to Manufacture a Product for Ultimate Use in a Joint Strike 
Fighter. Property must be used in qualified activities to manufacture a 
product for ultimate use in a Joint Strike Fighter. This requirement will 
be satisfied if the qualified taxpayer is using the qualified property pri- 
marily to manufacture a product that is property treated as inventory of 
the qualified taxpayer and that is designed to be physically installed in 
or attached to a Joint Strike Fighter aircraft. For this purpose, the term 
"inventory" includes any property that is required to be included in the 
qualified taxpayer's inventory under Internal Revenue Code section 
263A or that is described in Internal Revenue Code section 1221(1). 

EXAMPLE 1 : B. a qualified taxpayer, manufactures aircraft radar an- 
tennas that are attached to a Joint Strike Fighter. B constructs a compres- 
sor for use in B's assembly line. B uses the compressor exclusively to 
manufacture the antennas. Since B uses the compressor to manufacture 



a product that is physically attached to a Joint Strike Fighter aircraft, the 
compressor is primarily used in a qualified activity. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1. except B 
manufactures ground based radar equipment to be used in connection 
with the Joint Strike Fighter program. Under these facts, even though the 
radar equipment is being manufactured in connection with the Joint 
Strike Fighter program, the compressor is not used in qualified activities 
since the compressor is used to manufacture a product that is not physi- 
cally attached to a Joint Strike Fighter aircraft. 

(4) Primarily Used in Qualified Activities. Property must be primarily 
used in qualified activities. 

EXAMPLE 1 : B. a qualified taxpayer, manufactures avionics systems 
in San Diego. B constructs a compressor for use in B's assembly line. The 
compressor is used for 500 hours in the assembly line, which is part of 
B's qualified activities, and for 250 hours in B's warehouse, which is part 
of B's non-qualified activity. Since B used the compressor in B's quali- 
fied activities for more than 50 percent of the time the compressor was 
actually in use during the 12-month period following the date the com- 
pressor was placed in service in California by B (500 hours/750 hours, 
or 66.7'7f ). the compressor is primarily used in a qualified activity. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1. except B 
instead uses the compressor for 500 hours in the non-qualified activity 
and 250 hours in the qualified activity. Under these facts, the compressor 
is not primarily used in a qualified activity since the compressor was used 
less than 50 percent of the time during the 1 2-month period following the 
date the compressor was placed in service in California by B in a qualified 
activity (250 hours/750 hours, or 33.3%). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1. except B 
uses the compressor for a total of 100 days during the 12-month period 
following the date the compressor was placed in service in California by 
B. During each of those 100 days, B uses the compressor for four hours 
in the qualified activity and six hours in the non-qualified activity. Al- 
though B is using the compressor in the qualified activity during each of 
the 100 days that it is actually in operation, the compressor is not primari- 
ly used in a qualified activity because the total number of hours the com- 
pressor is used in a qualified activity is less than 50 percent of the total 
hours of operation of the compressor during the 12-month period follow- 
ing the date the compressor was placed in service in California by B. 

EXAMPLE 4: C, a qualified taxpayer, manufactures aircraft commu- 
nications equipment in San Jose. C purchases ten personal computers to 
be used in the company offices. The computers are to be used in part for 
administration and management, a non-qualified activity, but are also 
used for the tracking of assembly line operations by directly monitoring 
the performance, safety, and production of the assembly line, a qualified 
activity. As long as the computers are used at least 50 percent of the time 
in the qualified acUvity during the 12-month period following the date 
the compressor was placed in service in California by C. then C shall be 
treated as primarily using the computers in a qualified acfivity. 

EXAMPLE 5: R. a qualified taxpayer, manufactures aircraft instru- 
ment lights from raw materials such as glass, tungsten, aluminum, copper 
and paper. R initially receives the raw materials at its warehouse in North 
Hollywood, and then, when needed, transports them using its own trucks 
to R's manufacturing plant in Burbank. Upon delivery to the manufactur- 
ing plant, the raw materials are placed in a receiving area where they are 
then moved via forklift to their respective areas in the plant for introduc- 
tion into the process of manufacturing the light bulbs. Under these facts. 
R's qualified property does not include the trucks used to transport the 
raw materials from the warehouse to the manufacturing plant since the 
raw materials have not been introduced into R's manufacturing "pro- 
cess" until the raw materials have been delivered lo the manufacturing 
plant. However, the forklift would be qualified property (assuming it was 
not used more than 50 percent of the time to unload the raw materials 
from the trucks to the receiving area) since once the raw materials are re- 
ceived at the same premises where R's manufacturing acfivity is being 
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conducted, the movement of the raw materials via forklift is treated as 
part of R's manufacturing process. 

EXAMPLE 6: T. a qualified taxpayer, manufactures copper wire in 
Santa Ana. As part of T"s manufacturing process, T purchases a machine 
to process the copper wire by coating it with white or black insulation 
prior to wrapping the wire in white plastic insulation. T"s machine ap- 
plies the materials and labor necessary to modify or change the character- 
istics of the copper wire. T"s machine is used in "processing" the wire and 
thus would be qualified property. 

EXAMPLE 7: Assume the same facts as in EXAMPLE 7, except that 
T also uses the machine to coat its mailing labels for shipment of the wire. 
Assume that the processing of the copper wire is complete upon its being 
wrapped in the plastic insulation, and that the number of hours the ma- 
chine is used during the 1 2-month period following the date the machine 
was placed in service in California by T for the "processing" of the wire 
is less than 50 percent of the machine's total use during such period. Un- 
der these facts, the machine is no longer primarily used for "processing," 
a qualified activity, but is instead primarily used to coat the mailing la- 
bels, a non-qualified activity, so that the machine is not qualified proper- 
ty- 

EXAMPLE 8: C, a qualified taxpayer, manufactures hydraulic lines 
in Milpitas. The employees of C fabricate and assemble shelving to be 
used to store the manufactured lines following completion of C"s 
manufacturing process. Assume that the costs of fabricating the shelving, 
including the direct labor costs, are properly capitalized by C. Although 
C has "fabricated" the shelving, the shelving is not qualified property 
since it is not used in C's manufacturing process, which is a qualified ac- 
tivity, but is rather used for storage, which is a non-qualified activity. 

EXAMPLE 9: C, a qualified taxpayer, manufactures ground based ra- 
dar equipment and radar equipment that is designed to be physically 
installed in or attached to a Joint Strike Fighter aircraft. C purchases a 
compressor to use on its assembly line. The compressor is used for a total 
of 500 hours on the assembly line, 300 hours to manufacture the radar 
equipment that is designed to be physically installed in or attached to a 
Joint Strike Fighter aircraft and 200 hours to manufacture the ground 
based equipment. Since B used the compressor in B's qualified activities 
for more than 50 percent of the time the compressor was actually in use 
during the 12-month period following the date the compressor was 
placed in service in California by B (300 hours/500 hours, or 60%), the 
compressor is primarily used in a qualified activity. 

EXAMPLE 10: Assume the same facts as in EXAMPLE 10, except the 
compressor is used 200 hours to manufacture the radar equipment that is 
designed to be physically installed in or attached to a Joint Strike Fighter 
aircraft and 300 hours to manufacture the ground based equipment. Since 
B used the compressor in B's qualified activities for less than 50 percent 
of the time the compressor was actually in use during the 12-month peri- 
od following the date the compressor was placed in service in California 
by B (200 hours/500 hours, or 40%), the compressor is not primarily used 
in a qualified activity. 

(c) Specifically Excluded Property. Notwithstanding subsections (b) 
or (d) of this regulation, qualified property does not include any of the 
following: 

(1) Furniture. Any item of furniture, regardless of how used or where 
located. 

(2) Facilities Used for Warehousing Purposes. Any property used for 
warehousing purposes after completion of the manufacturing process. 
Thus, for example, a manufacturer of engine components that stores its 
finished products in a separate warehouse building prior to shipment, and 
thereafter uses forklifts and other heavy equipment to move the inventory 
within the warehouse building, shall not treat the forklifts and other 
heavy equipment as qualified property. 

(3) Inventory. Any property that is properly treated as inventory of the 
qualified taxpayer. For this purpose, the term "inventory" includes any 
property which is required to be included in the qualified taxpayer's in- 
ventory under Internal Revenue Code section 263A or that is described 
in Internal Revenue Code section 1221(1). 



(4) Equipment Used to Store Finished Products. Any equipment used 
to store finished products that have completed the manufacturing pro- 
cess. Thus, for example, if a qualified taxpayer primarily uses a forklift 
in the finished goods portion of its manufacturing plant to transport fin- 
ished products to its loading dock for shipping to customers, the lorklifi 
would not be qualified property. On the other hand, if the forklift u as pri- 
marily used to transport raw materials to the assembly line and was occa- 
sionally used to transport finished products to the loading dock for ship- 
ment to customers, the forklift would be treated as qualified properly. 

(5) Tangible Personal Property Used in Administration. General Man- 
agement, or Marketing. Any tangible personal property that is used in ad- 
ministration, general management, or marketing. For this purpose, an 
item of property that is used both in a qualified activity and for adminis- 
tration, general management, or marketing, shall be treated as qualified 
property only if the item is primarily used in a qualified activity. Howev- 
er, property primarily used to clean and maintain the factory floor and fire 
safety equipment primarily used on the factory fioor are not considered 
tangible personal property used in administration, general management, 
or marketing. 

(d) Movement of Used Property Into This State. In any case where 
property is moved from another state or country into this state by a quali- 
fied taxpayer or by a lessor who intends to lease such property to a quali- 
fied taxpayer, the property may generally be treated as qualified property 
for purposes of the JSF Property Credit if it satisfies the other require- 
ments of this regulation. Thus, for example, if an item of property is ac- 
quired and placed in service in Nevada in 2000. and thereafter the item 
of property is moved into this state for use in a qualified activity (as de- 
fined in Regulation 23637-5(b)), the property may generally be treated 
as qualified property. However, in the case of any such moved property, 
a qualified taxpayer or lessor must still saUsfy the requirements of Regu- 
lation 23637-4 (relating to qualified costs and payment of California 
sales or use tax) in order to claim the JSF Property Credit. 
NOTE: Authority cited: Section 19503. Revenue and Taxation Code. Reference: 
Section 23637. Revenue and Taxation Code. 

History 

1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003. No. 4). 

§ 23637-6. Leasing. 

Leasing — (See Regulation 23637-0 for Table of Contents.) 
(a) In General. For purposes of Regulations 23637-1 through 
23637- 1 1 , inclusive, in the case of any leasing transaction in which qual- 
ified property is leased by a qualified taxpayer, the rules of this regulation 
shall apply. Generally, the lessor must pay California sales tax on the les- 
sor's acquisition of the qualified property in order for the lessee to claim 
the credit for that item of qualified property. Conversely, the lessee can- 
not claim the JSF Property Credit for an item of property where the lessor 
acquired the qualified property without paying California sales or use tax 
and the lessor instead collects use tax payments from the lessee measured 
by the lessee' s rental payments to the lessor. The determination of wheth- 
er the rules in subsection (b) or subsection (c) of this regulafion apply 
shall be made by reference to the sales and use tax treatment of the lease, 
rather than the income tax treatment of the lease. Thus, for example, a 
lease of qualified property that would be treated as a finance lease under 
income tax principles may still be treated as an operating lease under this 
regulation. In addition, under California sales and use tax law, a transac- 
tion denominated as a lease will instead generally be treated as a sale un- 
der a security agreement if the lease contains a nominal option price. For 
this purpose, California sales and use tax law generally treats the option 
price as nominal if it does not exceed the lesser of $100 or 1 percent of 
the total contract price. 

EXAMPLE 1 : X, a leasing company, agrees to lease qualified property 
to Y, a qualified taxpayer, foruse in Y's manufacturing facility in Garden 
Grove. Under the terms of the lease, X will lease the property to Y for 
$100 per year for a term of 10 years. Upon the expiration of the 10-year 
lease term, Y has an option to acquire Ihe property for $ 1 . Under these 
facts, the "lease" would be properly treated as a sale under a security 
agreement from its inception and not as a lease under Revenue and Taxa- 
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tion Code section 6006.3 and California Stale Board of Equalization 
Regulation 1660(a)(2)(A), Title 18, California Code of Regulations, so 
that the ailes of subsection (c) of this regulation would apply. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
Y's option price is $1 25, or 12.5''/^ of the total contract price. Under these 
facts, notwithstanding that the "lease" may be treated as a finance lease 
(and thus as a "purchase") for California franchise and income tax pur- 
poses, under California sales and use tax law the "lease" would generally 
be treated as a lease and the rules of subsection (b) of this regulation 
would apply. 

(1 ) Lessor Not Entitled to JSP Property Credit. A lessor of qualified 
property is never entitled to claim the JSP Property Credit with respect 
to any item of qualified property it leases to another party, regardless of 
whether the lessor is otherwise a qualified taxpayer. 

(2) Binding Contract Rules Applicable to Leases. In the case of any 
qualified property leased pursuant to any agreement or contract that is 
treated as a binding contract under the rules of subsection (e) of Regula- 
tion 23637-4, the allocation rules of subsection (e) of Regulation 
23637-4 shall apply in determining the amount of the qualified cost to 
the lessor upon which the lessee is entitled to claim the JSP Property 
Credit. Por this purpose, if a lessor acquires qualified property under the 
terms of a contract that is treated as a binding contract with respect to the 
lessee (or a party related to the lessee within the meaning of Internal Rev- 
enue Code sections 267 or 318). then any payments or reimbursements 
made by the lessor, directly or indirectly in the form of a reduction in the 
amount of lease rental payments to be paid by the lessee under the lease, 
upon or as a result of the lessor's assumption of the lessee's obligations 
under the binding contract, shall be treated in the same manner as if the 
lessor had not assumed the lessee's obligations under the contract. Pinal- 
ly, in any case where a lessor has acquired property prior to January 1, 

2001 , and thereafter leases such property, the qualified cost to the lessor 
upon which the lessee would be entitled to claim the JSP Property Credit 
would generally be zero (assuming the lessor has not paid otherwise qual- 
ified costs after January 1, 2001, to improve or otherwise modify the 
leased property, in which case the lessor would have qualified costs to the 
limited extent of such post-2000 amounts that were paid). 

EXAMPLE 1 : D, a qualified taxpayer, is engaged in the business of 
manufacturing aircraft landing gear in Palmdale. On September 20, 
2000, D enters into a contract with X to acquire 3 machines that are quali- 
fied property for a total contract price of $900. Under the terms of the con- 
tract, D makes a non-refundable deposit to X of $150 upon execution of 
the contract, with an additional $150 due on July 1, 2001, and the final 
payment of $600 payable upon delivery of the machines on Pebruary 15, 

2002. Assume that this contract is treated as a binding contract under sub- 
section (e) of Regulation 23637^. On January 15, 2002, D decides that 
it would prefer to instead lease the machines, so D enters into a contract 
with L, an equipment leasing company, under which L will (i) assume 
D's obligations under D's contract with X, (ii) lease the qualified proper- 
ty to D for a term of 10 years, and (iii) refund to D the $300 in payments 
that D has previously made to X. Assume that L will pay California sales 
tax on its purchase of the qualified property from X. Under these facts, 
L will be treated as having $750 in qualified costs for which D will be 
entitled to claim the JSP Property Credit, which is the total amount 
treated as paid by L after January 1 , 2001 ($600 paid directly by L to X 
under X's contract with D, plus $150 paid by L to D as reimbursement 
for D's payment on July 1, 2001, butexcluding the$150 paidby D toX 
prior to January 1, 2001). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
instead of L agreeing to refund the $300 in payments that D has previous- 
ly made to X, L instead reduces the amount of the rental payments to be 
due from D under the lease. Under these facts, the result is the same as 
in EXAMPLE 1. 

(3) Special Rules Applicable to All Leasing Transactions: 

(A) Placed in Service. In the case of any leasing transaction, the re- 
quirement that qualified property must be placed in service in California 
in order for a qualified taxpayer to claim the JSP Property Credit shall be 



treated as having been satisfied at the time when all the terms and condi- 
tions of the lease contract have been completed so that the lessee has an 
unconditional obligation to pay all rents due under the contract to the les- 
sor of the qualified property. However, notwithstanding the preceding 
sentence, the requirement of subsection (b)(4) of Regulation 23637-5 
that property be primarily used in qualified activities to manufacture a 
product for ultimate use in a Joint Strike Pighter must still be satisfied in 
order for a lessee to claim the JSP Property Credit. 

(B) Bid Amount Reduced by Credit. In no event shall any leasing 
transaction qualify for the JSP Property Credit unless the bid reduction 
requirements contained in Revenue and Taxation Code section 23637. 
subsection (i)(2) and Regulation 23637-7 have been satisfied with re- 
spect to the bid which contains the Joint Strike Pighter Property Credit 
allowable for the qualified property that is the subject of the lease. 

EXAMPLE: On July 1, 2001, A, a qualified taxpayer, enters into a 
contract to lease a drill press from B, an equipment leasing company, for 
use in A's manufacturing facility in Roseville. Under the terms of the 
lease contract, A's rental obligations commence at the beginning of the 
month following the date that A provides B with a written statement that 
the drill press has been received from C, the original manufacturer of the 
drill press, and that the drill press has been installed and is in good work- 
ing order (e.g., A provides a Certificate of Acceptance to B). On January 
15, 2002, A executes and delivers the required written statement to B. 
Under these facts. A is treated as having satisfied the "placed in service" 
requirement as of Pebruary 1 , 2002, and, assuming all other requirements 
of Revenue and Taxation Code Section 23637 have been satisfied, A is 
entitled to claim the JSP Property Credit. 

(b) Operating Leases. In the case of any lease that is not treated as a 
sale under Part 1 (commencing with section 6001) of Division 2 of the 
Revenue and Taxation Code (relating to the payment and collection of 
California sales and use tax), the rules set forth in this subsection of this 
regulation shall apply. Any lease subject to the rules of this subsection 
of this regulation shall be referred to in this regulation as an "operating 
lease." 

( 1) In General. Under Revenue and Taxadon Code section 6006, sub- 
section (g)(5), a lease of tangible personal property is generally treated 
as a sale for California sales and use tax purposes, unless the tangible per- 
sonal property is leased in substantially the same form as acquired by the 
lessor or leased in substantially the same form as acquired by the transfer- 
or and the lessor or transferor has paid sales tax reimbursement or has 
paid use tax measured by the purchase price of the property. 

EXAMPLE: L. a taxpayer engaged in the equipment leasing business, 
purchases 20 machine tools for $10 from P, a retailer of machine tools. 
L intends to immediately lease the machine tools, without modification, 
to X, a qualified taxpayer engaged in the business of manufacturing air- 
craft cockpit canopies in Visalia, for a term of 10 years. L pays California 
sales tax on its purchase of the machine tools, and then leases the machine 
tools to X. Assume that X does not have an option to purchase the ma- 
chine tools upon the expiration of the lease term. Since L has paid 
California sales tax on its purchase of the machine tools and then leased 
the property in substantially the same form as acquired, L's lease to X is 
not treated as a sale under Revenue and Taxation Code section 6006, sub- 
section (g)(5), and the rules of this subsection of this regulation apply. 

(2) Applicable Requirements. In the case of an operating lease, the fol- 
lowing requirements must be satisfied in order for the lessee to claim the 
JSP Property Credit. 

(A) Lessee Must Be a Qualified Taxpayer. The requirement under 
Regulation 23637-3 that the user of the qualified property must be a qual- 
ified taxpayer shall be applied to the lessee and not to the lessor. 

(B) Use of Property in Qualified Activities. The requirement under 
subsection (b)(4) of Regulation 23637-5 that property be used in quali- 
fied activities in order to be treated as qualified property shall be applied 
to the lessee and not the lessor with respect to the property that is the sub- 
ject of an operating lease. 

(C) Sales or Use Tax Payment Requirement. Except as provided in 
subsections (b)(3)(B) or (b)(5)(B) of this regulation (relating to capital- 
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i/ed labor), the lessor must pay California sales tax reimbursement or 
California use tax on the lessor's construction, reconstruction or acquisi- 
tion of the qualified property. In any case where the lessor's acquisition 
of the qualified properly is pursuant to a transaction treated as either an 
occasional sale under Revenue and Taxation Code section 6006.5 or as 
a sale of mobile transportation equipment (as defined in Revenue and 
Taxation Code section 6023), the requirement of this subsection of this 
regulation shall be satisfied only if the lessor makes a timely election un- 
der either Revenue and Taxation Code sections 6094.1 or 6244(d) and 
pays California sales tax reimbursement or California use tax with re- 
spect to the lessor's acquisition of the qualified property. 

(D) Qualified Costs. The requirement that costs, in order to be treated 
as qualified costs, mu.st be paid or incurred for the "construction, recon- 
struction, or acquisition" of qualified property shall not apply to the les- 
see's lease rental payments. Thus, for example, although a lessee may, 
under the lessee's method of California tax accounting, currently deduct 
its lease rental payments, the lessee will still be entitled to claim the JSF 
Property Credit if the other requirements of this subsection of this regula- 
tion are satisfied. However, the rules of Regulation 23637-4, including 
the rules relating to the allocation of costs paid or incurred pursuant to 
binding contracts, shall apply in determining the amount of qualified 
costs of the lessor upon which the lessee may determine its JSF Property 
Credit. 

(E) Chargeable to Capital Account. The requirement that costs, in or- 
der to be treated as qualified costs, must be properly chargeable to the 
capital account of the qualified taxpayer shall not apply to the lessee's 
lease rental payments. Thus, for example, although a lessee may, under 
the lessee's method of California tax accounting, currently deduct lease 
rental payments, the lessee will still be entitled to claim the JSF Property 
Credit if the other requirements of this subsection are satisfied. 

(F) Amount of JSF Property Credit Lessee May Claim. In general, a 
lessee under an operating lease is entitled to claim the JSF Property Credit 
at the same time and in the same amount as if such lessee had instead 
constructed, reconstructed, or acquired the qualified property other than 
by lease. 

(G) Qualified Cost to Lessor. Except as provided in subsection 
(b)(3)(B) of this regulation, the qualified cost to the lessor upon which 
the lessee is entitled to claim the JSF Property Credit is generally equal 
to the purchase price amount on which California sales tax reimburse- 
ment or use tax has been paid by the lessor. Thus, for example, if a lessor 
pays $100 for an item of qualified property, plus $8 in California sales 
tax reimbursement on such item, the qualified cost to the lessor would be 
$100. 

(H) Excepfion For Capitalized Labor. The qualified cost to the lessor 
under subsection (b)(3)(A) of this regulation shall also include any ca- 
pitalized labor that is a direct cost, as that term is used in Internal Revenue 
Code section 263A and defined in the regulations thereunder, that can be 
identified or associated with and are properly allocable to the construc- 
don or modification of the qualified property. Thus, for example, assume 
a lessor pays $100 for an item of qualified property, with $20 of a $50 
total labor cost properly treated as capitalized direct labor costs that are 
exempt from California sales or use tax. While the lessor would pay only 
$4(8% of $50) in California sales tax reimbursement on the lessor's pur- 
chase of the qualified property, the quahfied cost to the lessor under this 
subsecfion of this regulation would be equal to $70 ($50 + $20). 

(3) Special Rules for Operating Leases. The following special rules 
apply to any lease that is treated as an operating lease under this regula- 
fion. 

(A) Limitation on Qualified Costs. In determining a lessor's qualified 
cost under the rules of this subsection of this regulation, the allocation 
rule specified in Regulation 23637-^ shall apply to any costs actually 
paid by the lessor (or treated as paid by the lessor under the rules in this 
regulation) pursuant to a contract that was binding on January 1, 2001. 
Thus, for example, if a lessor has a binding contract to acquire qualified 
property for $100 as of January 1, 2001, and has paid a non-refundable 
deposit of $20 prior to January 1 , 2001 , and thereafter pays the remaining 



$80 purchase price, the lessor's qualified cost upon which a lessee may 
claim the JSF Property Credit could not exceed $80 ($ 1 00 purchase price 
less $20 actually paid prior to January 1 , 2001 , pursuant to a binding con- 
tract). 

(B) Reduction in Qualified Cost to Lessor. In the case of any re-lease 
of qualified property by a lessor to another qualified taxpayer, the quali- 
fied cost to the lessor under subsection (b)(3)(A) of this regulation as to 
the subsequent lessee shall first be reduced by the amount of qualified 
cost taken into account by any predecessor lessee. However, the preced- 
ing sentence shall not apply to the extent that the predecessor lessee was 
required to recapture any JSF Property Credit allowed to the predecessor 
lessee under the recapture rules in Regulation 23637-8. 

EXAMPLE 1: L, a taxpayer engaged in the equipment leasing busi- 
ness, acquires two cranes from R, a manufacturer of cranes in Oxnard. 
for $ 1 00. L intends to immediately lea.se the cranes to M. a qualified tax- 
payer, for use by M in its manufacturing facility located in Ventura. As- 
sume the lease is properly treated as an operating lease under this regula- 
tion and that L pays sales tax to R of $8 {S% of $100) at the Ume of L's 
purchase. Under these facts. M will be enfilled to claim a $ 10 JSF Proper- 
ty Credit (10% of $100) since L's qualified cost is $100. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1. except that 
at the end of the lease term L re-leases the cranes to P. a qualified taxpay- 
er, which manufactures synthetic resins and composite materials at a fa- 
cility in Moorpark. Under subsections (b)(3)(A) and (b)(4)(B) of this reg- 
ulation, L's qualified cost upon which P may claim the JSF Property 
Credit is zero ($0) since L's qualified cost is $0 ($100 original qualified 
cost to L, less $ 1 00 qualified cost taken into account by a predecessor les- 
see, M. when claiming the JSF Property Credit). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2. except that 
M. the initial lessee, cancels the lease with L after 10 months, with L re- 
possessing the cranes. Under these facts, M would be required to recap- 
ture (pursuant to Regulation 23637-8) the enfire $ 1 JSF Property Credit 
previously claimed by M, and L's qualified cost upon L's re-lease of the 
cranes to P would be $100 ($100 original qualified cost to L, less $100 
qualified cost taken into account by a predecessor lessee, M, plus $100 
of qualified cost recaptured upon M's cancellafion of the lease with L). 

(C) Qualified Cost to Successor Lessor. In any case where a successor 
lessor acquires qualified property from a lessor that is subject to a lease 
(including any qualified property that is not currently being leased but 
which the successor lessor intends to re-lease) in a transacfion that is not 
treated as a sale for California sales and use tax purposes, the qualified 
cost to the successor lessor for purposes of the JSF Property Credit shall 
be reduced by the amount of qualified cost of the predecessor lessor that 
was taken into account by any lessee in computing a credit under the JSF 
Property Credit. However, the preceding sentence does not apply in any 
case where the transaction in which the successor lessor acquires the 
qualified property from the predecessor lessor is treated as a sale for 
California sales and use tax purposes. 

EXAMPLE 1 : G is engaged in the equipment leasing business. G ac- 
quires three drill presses from Q, a manufacturer of drill presses, for 
$300. G immediately leases the printing presses to D, a qualified taxpay- 
er, for use by D in D' s machine tool facility in Santa Barbara. Assume the 
lease is properly treated as an operating lease under this regulation, and 
that G pays sales tax to Q of $24 ($300 X 8%) at the time of purchase. 
Under these facts, D would be enutled to claim a JSF Property Credit of 
$30 (10% of $300, G's qualified cost of the drill presses). Three years lat- 
er G sells the drill presses to H, who is also engaged in the business of 
equipment leasing, for $250. Assume that G terminates its lease with D 
prior to the sale of the drill presses to H, and that H delivers a resale certif- 
icate to G so that H's purchase is exempt from California sales and use 
tax. Assume further that D agrees to re-lease the drill presses from H fol- 
lowing H's acquisifion of the drill presses from G. D terminates its lease 
two years after H's purchase of the drill presses, and H then re-leases the 
drill presses to E in a transaction irealed as an operating lease under this 
regulation, for use by E in its tool and die facility in Bakersfield. Under 
these facts. H's qualified cost upon which E may claim the JSF Property 
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Credit is $0 ($250 paid by H to G, less $300 qualified cost taken into ac- 
count by a predecessor lessee, D). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
G does not terminate its lease with D prior to G\s sale of the drill presses 
to H. Under California sales and use tax law, the sale by G to H would 
be subject to California sales tax and H would not be entitled to deliver 
a resale certificate to G. As a result, assume H pays California sales tax 
reimbursement to G on the $250 purchase price. Since H has paid Califor- 
nia sales tax reimbursement to G, H"s qualified cost upon which E may 
claim the JSP Property Credit is $250. 

(D) Acquisition by Lessee of Leased Property. In any case where a les- 
see (or any party related to the lessee within the meaning of Internal Rev- 
enue Code sections 267 or 318) of qualified property acquires the leased 
property from the lessor within one year of the date the qualified property 
is first used by the lessee, then the purchase of the qualified property by 
the lessee shall be treated as a disposition of the property by the lessee 
and any JSF Property Credit claimed by the lessee must be recaptured by 
the lessee under the rules of Regulation 23637-8. However, if the lessee 
(or related party) pays California sales or use tax on the acquisition of the 
qualified property, then the rules of Regulation 23637-4 shall apply to 
the acquisition and the lessee-purchaser may be entitled to claim the JSF 
Property Credit with respect to its costs of acquisition. 

EXAMPLE 1: J, a qualified taxpayer, leases five lathes which are 
qualified property from Z, which is engaged in the equipment leasing 
business, for use in J's manufacturing facility in Folsom. Assume J's 
lease is treated as an operating lease under this regulation, and that J has 
claimed the JSF Property Credit. Nine months after J first uses the lathes, 
J exercises an option under the lease to acquire the lathes from Z for their 
fair market value. Under the rules of this regulation, and Regulation 
23637-8, J would be required to recapture any JSF Property Credit 
claimed by J. However, if J paid California sales or use tax on the pur- 
chase of the lathes, then J may have qualified costs on J's purchase from 
Z under the rules of Regulation 23637-4. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
K, a wholly-owned subsidiary of J, instead purchases the lathes from Z. 
Under the ailes of this regulation, since K is related to J under both Inter- 
nal Revenue Code sections 267 and 3 1 8, K' s acquisition of the lathes will 
be treated as a disposition by J of the qualified property and J will be re- 
quired to recapture the JSF Property Credit. If K continues to lease the 
lathes to J, then the rules of subsection (b)(4)(C) of this regulation shall 
apply in determining whether K will have qualified cost in the lathes 
upon which J may claim a JSF Property Credit upon K"s acquisition of 
the lathes. On the other hand, if K cancels the lease with J (assuming K 
may legally do so) and uses the lathes in a qualified activity conducted 
by K, then, assuming K has paid California sales or use tax on its acquisi- 
tion, K may have qualified costs under the rules of Regulation 23637-4 
assuming K continues to use the lathes in a qualified activity instead of 
re-leasing the lathes. 

(4) Sale-Leaseback Transactions. In the case of any sale-leaseback 
transaction, the following rules shall apply: 

(A) General Rule. Except as provided in subsection (b)(5)(B) of this 
regulation, in the case of any sale-leaseback transaction in which a lessor 
does not pay California sales or use tax upon acquisition of an item of 
qualified property, the qualified cost to the lessor upon which the lessee 
would be entitled to claim the JSF Property Credit shall be zero. 

EXAMPLE: On January 15, 2001, F, a qualified taxpayer engaged in 
the business of manufacturing aircraft navigational instruments, pur- 
chases three glass grinders that are qualified property from Y, the 
manufacturer of the glass grinders. Y collects California sales tax on the 
purchase by F. On January 30, 2001 , F places the three grinders in service 
in its manufacturing facility in Crescent City. On May 1 5, 2001 , G, which 
is engaged in the equipment leasing business, purchases the three grind- 
ers from F and immediately leases them back to F. Under the rules of this 
regulation, and Regulation 23637-8, F would be required to recapture 
any JSF Property Credit claimed by F. In addition, since this transaction 
would not be treated as an "acquisition sale and leaseback" under Reve- 



nue and Taxation Code section 6010.65, G must pay California sales or 
use tax on G"s purchase of the grinders in order for F to claim any JSF 
Property Credit under the rules of this regulation. If G delivers a resale 
certificate upon its acquisition of the grinders, so that G does not pay 
California sales or use tax upon G"s acquisition of the grinders, then no 
JSF Property Credit could be claimed by F upon F's lease of the grinders 
from G. 

(B) Acquisition Sale and Leaseback. In the case of any transaction that 
is properly treated as an "acquisition sale and leaseback" under Re\ enue 
and Taxation Code section 6010.65, the requirement of subsection 
(b)(2)(C) of this regulation (relating to payment of California sales or use 
tax) shall be deemed satisfied by the lessor. If a transaction is treated as 
an "acquisition sale and leaseback" under this subsection of this regula- 
tion, then the qualified cost to the lessor under subsection (b)(3)(A) of 
this regulation shall be equal to the amount upon which the lessee paid 
California sales or use tax, plus any capitalized labor costs determined 
under subsection (b)(3)(B) of this regulation. However, the rules of this 
subsection of this regulation shall only apply if and to the extent that, the 
costs originally incurred by the lessee to acquire, construct, or recon- 
struct the qualified property were treated as qualified costs under Regula- 
tion 23637-4. 

EXAMPLE 1 : On December 1 , 20()1 , P, a calendar year qualified tax- 
payer engaged in the business of manufacturing composite material, pur- 
chases and immediately places in service two mixing tanks that are quali- 
fied property from Z, the manufacturer of the mixing tanks. Z collects 
sales tax on the purchase by P. On January 15, 2002, R, which is engaged 
in the equipment leasing business, purchases the two mixing tanks from 
P and immediately leases them back to P. Since R's acquisition and lease- 
back occurs within 90 days of P's first functional use of the mixing tanks, 
and assuming the other requirements of Revenue and Taxation Code sec- 
tion 6010.65 are satisfied, P's sale to R and R's leaseback to P are treated 
as an "acquisition sale and leaseback" under Revenue and Taxation Code 
section 6010.65 and the rules of subsection (b)(5)(B) of this regulation 
would apply. Under the rules of this regulation, and Regulation 23637-8, 
P would be required to recapture any JSF Property Credit claimed on P's 
2001 California return. However, R would be "deemed" to have paid 
California sales or use tax upon R's acquisition of the mixing tanks from 
P, and P would be entitled to claim an JSF Property Credit on its 2002 
Cahfomia return in an amount equal to R's qualified cost, as determined 
under subsecuons (b)(3)(A) and (b)(3)(B) of this regulation. For this pur- 
pose, R's qualified cost could not exceed P's qualified cost determined 
under Regulation 23637^. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
P purchases and places the mixing tanks in service on December 1 , 2000, 
and R purchases the mixing tanks from P and immediately leases them 
back to P on January 15, 2001 . Under these facts, even though the trans- 
action would be treated as an "acquisition sale and leaseback" under Rev- 
enue and Taxation Code section 6010.65, since P's qualified cost under 
Regulation 23637-4 would be equal to zero, R's qualified cost under this 
regulation would similarly be equal to zero, and thus no JSF Property 
Credit would be allowed to R. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except that 
P purchased the mixing tanks under a contract that was treated as a bind- 
ing contract under the rules in Regulation 23637-4. Assume further that 
25 percent of P's total cost for the mixing tanks was actually paid prior 
to January 1, 2001, so that P's qualified cost for the mixing tanks was 
equal to 75 percent of the total cost of the tanks. Under these facts, since 
P's qualified cost under Regulation 23637^ would be equal to 75 per- 
cent of P's total cost for the mixing tanks, R's qualified cost under this 
regulafion could not exceed the amount of P' s qualified cost, irrespective 
of the total amount paid by R to P to purchase the mixing tanks. 

(5) Lessor Reporting Requirement. In the case of any lease treated as 
an operating lease under this regulation, the lessor shall provide the les- 
see with a statement within 45 days after the close of the lessee's taxable 
year for which the JSF Property Credit is allowable to the lessee. This 
statement shall contain the amount of the lessor' s qualified cost (as calcu- 
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latcd under this regulation) upon which the lessee is eligible to compute 
the JSF Property Credit and the amount of such qualified cost upon which 
the lessor has paid California sales or use tax. For purposes of providing 
this statement only, if a lessor is legally obligated to remit California sales 
or use tax with respect to its acquisition of qualified property, but has not 
yet remitted such amounts solely due to timing differences between the 
lessor's California sales and use tax return filing period and the lessee's 
taxable year, then the lessor may treat the amounts upon which the 
California sales or use tax liability arises as "qualified costs to the lessor." 
The statement required by this subsection of this regulation should not 
be filed with the lessee's lax return for the taxable year, but shall instead 
be made available to the Franchise Tax Board upon request. 

(c) Finance Leases. In the case of any leasing transaction that is treated 
as a sale under Part 1 (commencing with section 6001 ) of Division 2 of 
the Revenue and Taxation Code (relating to the payment and collection 
of California sales and use tax), the rules set forth in this subsection of 
this regulation shall apply. Any lease subject to the rules of this subsec- 
tion of this regulation shall be referred to in this regulation as a "finance 
lease." 

( 1) In General. Under Revenue and Taxation Code section 6006. sub- 
section (g)(5). a lease of tangible personal property is generally treated 
as a sale for California sales and use tax purposes, unless the tangible per- 
sonal property is leased in substantially the same form as acquired by the 
lessor or leased in substantially the same form as acquired by the transfer- 
or and the lessor or transferor has paid sales tax reimbursement or has 
paid use tax measured by the purchase price of the property. If the lease 
is not treated as a sale under Revenue and Taxation Code section 6006, 
subsection (g)(5). then the rules of subsection (b) of this regulation apply. 

(2) Applicable Requirements. In the case of a finance lease, the follow- 
ing requirements must be satisfied in order for the lessee to claim the JSF 
Property Credit. 

(A) Lessee Must Be a Qualified Taxpayer. The requirement under 
Regulation 23637-3 that the user of the qualified property must be a qual- 
ified taxpayer shall be applied to the lessee and not to the lessor. 

(B) Use of Property in Qualified Activities. The requirement under 
subsection (b)(4) of Regulation 23637-5 that property be used in quali- 
fied activities in order to be treated as qualified property shall be applied 
to the lessee and not the lessor with respect to the property that is the sub- 
ject of a finance lease. 

(C) Sales or Use Tax Payment Requirement. Except as provided in 
subsection (d) of Regulation 23637-4 (relating to capitalized labor), ei- 
ther the lessor or the qualified taxpayer must pay California sales tax re- 
imbursement or California use tax on the lessee's purchase of the quali- 
fied property in order for the JSF Property Credit to be allowed to the 
lessee. In the case of an "occasional sale" under Revenue and Taxation 
Code section 6006.5, the lessee may satisfy the requirement of this sub- 
section of this regulation by remitting the California sales or use tax on 
the lessee's purchase of the qualified property (assuming that under 
California sales and use tax law the lessor does not have a legal obligation 
to remit such amounts). 

(D) Qualified Costs. The requirement that costs, in order to be treated 
as qualified costs, must be paid or incurred for the "construction, recon- 
struction, or acquisition" of qualified property shall be applied by subsd- 
tuting the term "purchase" for the term "construction, reconstruction, or 
acquisition." Since under general income tax principles a finance lease 
is treated as a purchase, the lessee's "lease rental payments" are treated 
as payments of the purchase price of the qualified property and would 
thus satisfy the "purchase" requirement. However, the lessee under such 
a lease would be obligated to pay California sales or use tax at the time 
the lease became effective, so that the lessee would be allowed the entire 
JSF Property Credit on such lease in the year the lease became effective. 
On the other hand, if a lease is not properly treated as a finance lease un- 
der general income tax principles, then the "purchase" requirement 
would not be satisfied. 



(E) Chargeable to Capital Account. The requirement that costs, in or- 
der to be treated as qualified costs, must be properly chargeable to the 
capital account of the qualified taxpayer shall apply to the les.see's lease 
rental payments. 

(3) Amount of JSF Property Credit Lessee May Claim. In general, a 
lessee under a finance lease is entitled to claim the JSF Property Credit 
at the same fime and in the same amount as if such lessee had instead 
constructed, reconstructed, or acquired the qualified property other than 
by lease. 

NOTK: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23637, Revenue and Taxation Code. 

History 
]. New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23637-7. JSF Contract Bidding. 

JSF Contract Bidding — (See Regulation 23637-0 for Table of Con- 
tents.) 

(a) In General. The JSF Property Credit shall not be allowed unless the 
credit is reflected within the bid that forms the basis for the qualified tax- 
payer's contract or subcontract to manufacture property for ultimate use 
in a Joint Strike Fighter. 

(b) Bid. For purposes of this regulation, the term "bid" shall mean a 
written bid or offer to perform a contract to produce a product that is de- 
signed to be physically attached to or installed in a Joint Strike Fighter 
in response to a request for bids to construct all or a portion of the Joint 
Strike Fighter Aircraft. The bid shall be submitted in a competitive pro- 
cess where the contract will be awarded to the lowest possible bidder or 
as otherwise indicated in the conditions under which the bids will be re- 
ceived and the contract awarded. Where the scope of work, request for 
proposal or relafionship of the contracting parties is such that only a 
single party will be submitting a proposal or contract to construct all or 
a portion of the Joint Strike Fighter, the term "bid" shall include the pro- 
posal or contract uUimately executed. 

(c) JSF Property Credit Reflected Within the Bid. For purposes of this 
regulafion, the term "reflected within the bid" shall mean: 

(1 ) the bid that forms the basis of the contact or subcontract is reduced 
by the amount of the JSF Property Credit allowable, and 

(2) the amount of the JSF Property Credit allowable is included on the 
face of the bid or an attachment to the bid that forms the basis of the con- 
tract or subcontract. 

The JSF Property Credit allowable shall be a lump sum number re- 
flected on the contract or subcontract and the aggregate credit allowable 
over the term of the contract or subcontract is not required to be calcu- 
lated on the basis of the year in which the credit amount is expected to 
be claimed. 

EXAMPLE 1 : X, a qualified taxpayer, submits a bid to the prime con- 
tractor in the amount of $90 to manufacture retractable landing gear for 
the Joint Strike Fighter. The bid price without the JSF Property Credit 
would have been $100. The bid form includes an attachment that states 
the JSF Properly Credit allowable for the subcontract is $10 ($100 con- 
tract price less JSF Property Credit in the amount of $10, for a reduced 
contract price of $90). X is the successful bidder on the retractable land- 
ing gear and thereafter is awarded the contract to produce the part for the 
Joint Strike Fighter. X and the prime contractor execute a contract in the 
amount of $90. Under these facts, the $10 JSF Property Credit amount 
is reflected within the bid that forms the basis for X's subcontract to 
manufacture property for ultimate use in a Joint Strike Fighter and X may 
claim the $10 JSF Property Credit if all of the other requirements of Sec- 
tion 23637 of the Revenue and Taxation Code and this regulation are met. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
the bid form reflects a price of $ 1 00. In this circumstance, X is not eligible 
to claim the credit because X has not reduced the amount of the bid by 
the amount of the JSF Property Credit allowable. 

EXAMPLE 3: Assume the same facts as in Example 1 , except that the 
bid form reflects a price of $90, but ihc bid form does not contain an at- 
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tachment showing the amount of the JSF Property Credit allowable, in 
this circumstanee, X is not eligible to claim the credit because even 
though the bid amount has been reduced by the amount of the credit al- 
lowable, the amount of the credit allowable is not included on the face 
of the bid or in an attachment to the bid. 

EXAMPLE 4: Assume the same facts as in EXAMPLE 1 , except that 
the scope of the project changes after the bid is submitted and X and the 
prime contractor execute a contract in the amount of $120, rellecting an 
increase of $30 dollars in the original bid amount. In this circumstance, 
the cost for the expanded scope of the contract was added to the original 
bid amount. As a result, X would only be allowed to claim a $10 JSF 
Property Credit since that amount was reflected within the original bid. 

EXAMPLE 5: X, a qualified taxpayer, is the prime contractor awarded 
the initial contract from the United States government for the Engineer- 
ing and Manufacturing Development Phase of the Joint Strike Fighter 
Program. X does not include any amount for the Joint Strike Fighter cred- 
it in its bid for the Engineering and Manufacturing Development Phase 
accepted by the United States government. Under these facts, X is not 
able to claim the JSF Property Credit since the credit amount was not re- 
flected within the bid that formed the basis for the initial contract for the 
Engineering and Manufacturing Development Phase. 

EXAMPLE 6: Assume the same facts as in Example 5. and Y responds 
to a request from X and submits a bid to subcontract a portion of the scope 
of the work covered in the Engineering and Manufacturing Development 
Phase of the Joint Strike Fighter Program. The bid form includes an at- 
tachment that shows the JSF Property Credit allowable for the subcon- 
tract is $10 ($100 contract price less JSF Property Credit in the amount 
of $1 for a reduced contract price of $90). Y is the successful bidder on 
that portion of the scope of the work and thereafter is awarded the con- 
tract to produce the part for the Joint Strike Fighter. X and Y execute a 
contract in the amount of $90. Under these facts, the $10 JSF Property 
Credit amount is reflected within the bid that forms the basis for Y's sub- 
contract to manufacture property for ultimate use in a Joint Strike Fight- 
er. Even though X, the prime contractor, did not reduce its bid for the 
prime contract and is not eligible to claim the JSF Property Credit, Y's 
bid met the bidding requirements for claiming the credit and Y may claim 
the $10 JSF Property Credit if all of the other requirements of Revenue 
and Taxation Code section 23637 and this regulation are met. 

(3) With respect to a contract to construct all or a portion of the Joint 
Strike Fighter that is executed on a "cost plus" basis, the term "reflected 
within the bid" shall mean that (1) California income or franchi.se taxes 
are treated as an item of cost to be reimbursed under the terms of the con- 
tract, (2) the cost plus contract, or an attachment to the contract, contains 
a calculation showing the amount of the JSF Property Credit allowable, 
and (3) the California income or franchise taxes reimbursed under the 
contract reflect the reduction for the amount of the JSF Property Credit 
allowable. 

(d) JSF Property Credit Allowable. For purposes of this regulation, the 
term "credit allowable" shall mean at the time the bid for the initial con- 
tract or subcontract is submitted, the amount of the credit the qualified 
taxpayer expects to claim as a result of qualified activities in connection 
with the contract or subcontract. The amount of the JSF Property Credit 
allowed to any qualified taxpayer under Revenue and Taxation Code sec- 
tion 23637 and these regulations shall not exceed the lesser of the credit 
amount reflected within the bid of the qualified taxpayer or the credit al- 
lowed for actual amounts paid or incurred by the qualified taxpayer. 

EXAMPLE: Y, a quaHfied taxpayer, submits a bid to the prime con- 
tractor to manufacture the cockpit canopy for the Joint Strike Fighter. 
The bid form includes an attachment that shows the JSF Property Credit 
allowable for the subcontract is $ 1 ($ 1 00 contract price less JSF Proper- 
ty Credit in the amount of $10 for a reduced contract price of $90). X is 
the successful bidder on the cockpit canopy and thereafter is awarded the 
contract to produce this part for the Joint Strike Fighter. X and the prime 
contractor execute a contract in the amount of $90. Thereafter, Y's costs 
to produce the cockpit canopy increase by \0% and Y determines that its 
actual qualified costs would result in a JSF Property Credit in the amount 



of $1 1. In this circumstance, even though Y's qualified costs have in- 
creased, Y is only able to claim a JSF Property Credit in the amount of 
$10 since that is the amount of the credit allowable that was reflected 
within Y's bid. 

(e) Pass-Through Entities. For purposes of this regulation: 

( 1 ) The amount of the JSF Property Credit allowable refiected on a bid 
submitted by a partnership or an S corporation shall be the amount of the 
JSF Property Credit expected to be passed through the partnership to the 
partners or through the S corporation to the shareholders in accordance 
with the applicable provisions of Part 10 (commencing with section 
17001 ) of the Revenue and Taxation Code. 

EXAMPLE: Z, a qualified taxpayer, submits a bid to the prime con- 
tractor to manufacture a portion of the hydraulic system for the Joint 
Strike Fighter. Z calculates the total allowable JSF Property Credit to be 
$75. Z has a valid S corporation election in effect for California tax pur- 
poses. Under Revenue and Taxation Code secfion 23803, subsection 
(a)( 1 )(A), Z's JSF Property Credit is limited to one-third of the amount 
of the credit otherwise allowable ($25). However, the amount of the JSF 
Property Credit that is expected to be passed through to Z's shareholders 
is $75 and Z must reflect the $75 reduced credit amount on the bid sub- 
mitted to the prime contractor as provided in this regulation. 

(f) Copies Provided to Franchise Tax Board. The qualified taxpayer 
shall provide, upon request of the Franchise Tax Board, a copy of any bid 
that forms the basis for a contract or subcontract to manufacture property 
for ultimate use in a Joint Strike Fighter. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23637, Revenue and Taxation Code. 

History 
1 . New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23637-8. Recapture Rules. 

Recapture Rules — (See Regulafion 23637-0 for Table of Contents.) 

(a) In General. The JSF Property Credit shall not be allowed or shall 
be recaptured under the rules of this regulation in any case where a dis- 
position occurs within one year or less of the date the qualified property 
is first placed in service in this state. 

(b) Disposition. For purposes of this regulation, the term "disposition" 
shall include any of the following events: 

( 1 ) Removal of the qualified property from this state; 

(2) Disposition of the qualified property to any party that is not a re- 
lated party (as defined in Internal Revenue Code secfions 267, 318 or 
707), whether by sale, gift, a transfer upon the foreclosure of a security 
interest, or otherwise; 

(3) Use of the qualified property by the qualified taxpayer primarily 
in any non-qualified activity; or 

(4) Acquisition by a lessee (or any party related to the lessee under In- 
ternal Revenue Code sections 267 or 3 1 8) of qualified property that is be- 
ing leased by such lessee. 

However, the term "disposifion" shall not include any of the following 
events: 

(A) a mere transfer of legal title to a creditor upon creation of a security 
interest; 

(B) a transfer by a qualified taxpayer of legal title to qualified property 
to a lessor where the lessor is not treated as the tax owner of such property 
and the lease is properiy characterized as a financing transaction under 
California income tax principles; 

(C) any election by a C corporation to become an S corporation; or 

(D) any destrucfion of qualified property which qualifies as an invol- 
untary conversion under Internal Revenue Code section 1033. 

(c) Disposition of Qualified Property During the Taxable Year Placed 
in Service. In any case where there is a disposition of qualified property 
during the same taxable year in which such qualified property is first 
placed in service in this state, no JSF Property Credit shall be allowed to 
the qualified taxpayer for that property for the taxable year in which the 
qualified property is placed in service. 

EXAMPLE: H, a qualified taxpayer, files its California tax returns us- 
ing a fiscal year ending on September 30th. On March 1, 2001, H pays 
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$700 (plus California sales tax) for 10 personal computers and immedi- 
ately places the computers in service in H"s manufacturing facility in 
Burhank.. On September 1, 2001, H acquires 10 new computers (which 
are immediately placed in service in H's manufacturing facility) for $800 
(plusCaliforniasales tax) to replace the 10 computers already in service, 
and H instead uses the old computers to perform general administrative 
functions such as payroll and marketing. Under these facts, when H files 
its California tax return for its taxable year ending September 30, 2001 , 
H is not entitled to claim the JSF Properly Credit for the 1 personal com- 
puters acquired on March 1 , 2001 , because the computers are treated as 
having been disposed of during the same taxable year as they were placed 
in service as a result of H's use of these computers in an activity that is 
not a qualified activity. However, the 1 new computers acquired on Sep- 
tember 1 . 2001 . may qualify for the JSF Property Credit for H's taxable 
year ending September 30, 2001. 

(d) Disposition of Qualified Property During a Taxable Year Subse- 
quent to the Taxable Year Placed in Service. In any case where there is 
a disposition of qualified property within one year of the date that such 
qualified property is first placed in service in this state, but such disposi- 
tion occurs in a different taxable year than the year in which the qualified 
property is placed in service in this state, then any JSF Property Credit 
that was allowed with respect to the qualified property shall be recaptured 
by adding the recaptured JSF Property Credit to the tax of the qualified 
taxpayer for the taxable year during which the disposition occurs (except 
as provided in subsection (e) of this regulation). 

EXAMPLE: F, a qualified taxpayer, files its California tax returns us- 
ing a fiscal year ending on September 30th. On August 15, 2001 , F ac- 
quires 20 new computers for $600 (plus California sales tax) and immedi- 
ately places the computers in service in H's manufacturing facility in 
Glendora. On May 15, 2002, F removes the 20 computers from F's 
manufacturing facility in Glendora and transports them for use in F's 
New Mexico manufacturing facility. Assuming F had been allowed a JSF 
Property Credit on its taxable year ending September 30, 2001, Califor- 
nia tax return for the computers acquired on August 1 5, 2001 , F must re- 
capture the entire JSF Property Credit allowed by adding such amount to 
F's tax for its taxable year ending September 30, 2002. 

(e) Adjustment of Carryforwards when Disposition Occurs. In any 
case where a qualified taxpayer is required to recapture any previously 
allowed JSF Property Credit under the rules of this regulation, then, prior 
to the addition of any recaptured amounts to the tax under subsection (d) 
of this regulation, any outstanding JSF Property Credit carryforwards 
shall first be reduced to the extent necessary to fully absorb the recapture 
amount. Any recapture amount remaining after application of the preced- 
ing sentence shall be added to the tax under the rules of subsection (d) of 
this regulation. 

EXAMPLE 1: On May 1, 2002, within one year of placing qualified 
property in service in this state, K disposes of qualified property for 
which a $150 JSF Property Credit was previously allowed. Under the 
rules of this regulation, K is required to recapture the entire $150 JSF 
Property Credit. Assume K had $400 in JSF Property Credit carryfor- 
wards that were available for use in 2002. Under these facts, K would re- 
duce its available JSF Property Credit carryforwards to $250 ($400 mi- 
nus $150). Since no additional recapture amount remains, K is not 
required to increase its tax for 2002 to reflect the $1 50 recapture amount. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
instead of $400 in available JSF Property Credit carryforwards, K had 
only $100 in available JSF Property Credit carryforwards. Under these 
facts. K would first reduce its available JSF Property Credit carryfor- 
wards to zero, and would then increase its tax for 2002 by $50 ($ 1 50 re- 
capture amount less $100 used to reduce available JSF Property Credit 
carryforwards). 

(f) Recapture of JSF Property Credit Allowed to Pass-Through Enti- 
ties. 

(1 ) Partnerships and Partners. If a partnership places qualified proper- 
ty in service in this state, claims the JSF Property Credit to the extent of 
the qualified costs paid or incurred, and thereafter removes the qualified 



property from this state, disposes of the qualified properly to an unrelated 
party, or primarily uses the property for a purpose not qualifying for the 
JSF Property Credit, then the JSF Property Credit shall he recaptured un- 
der Revenue and Taxation Code section 23637, subsection (g). and this 
regulation. The amount of JSF Property Credit subject to recapture shall 
be allocated among the partners in the same ratio thai the JSF Properly 
Credil was allocable to each partner for the qualified jiroperty subject to 
the recapture, and shall be added to the "tax" of the partner for the taxable 
year in which the qualified properly is disposed of. removed from this 
state, or put to a non-qualifying use. 

EXAMPLE 1 : Assume that C and D are equal partners of M. a partner- 
ship thai is a qualified taxpayer. During M's taxable year beginning in 
2001 , M is allowed a total JSF Property Credil of $ 1 00. C and D each are 
able to utilize their entire 50% share of the 2001 JSF Property Credit to 
offset their respective 2001 tax liabilities, so thai there is no JSF Properly 
Credit carryover amount for either C or D. Assume further that in 2002, 
within one year of the date the qualified property was placed in service, 
M moves the qualified property to another stale, thereby triggering a re- 
capture of the JSF Property Credit. C and D are required to recapture their 
distributive share of the JSF Property Credit already applied to their re- 
spective 2001 tax liabilities on their respective 2002 California tax re- 
turns by adding the recaptured JSF Property Credit amounts to their re- 
spective "tax" for 2002. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1. except that 
C uses all of C*s share of the JSF Property Credil to reduce C's 2001 tax 
liability, but D carries over all of D' s JSF Property Credit to 2002. On C" s 
2002 California tax return. C will be required to recapture C's share of 
the JSF Property Credit that was used to reduce C's "tax" for 2001 and 
D will be required to reduce its JSF Property Credit carryover to zero. D 
will not be required to increase D's "tax" for 2002 by the amount of D's 
share of the JSF Property Credit because D was unable to apply the 
amount to reduce D's tax liability for 2001. 

(2) S Corporations and Shareholders. 

(A) Corporate Level Recapture. If an S corporation places qualified 
property in service in this state, claims the JSF Property Credit to the ex- 
tent of the qualified costs paid or incurred, and thereafter removes the 
qualified property from this state, disposes of the qualified property to an 
unrelated party, or primarily uses the qualified property for a purpose not 
qualifying for the JSF, then the JSF Property Credit shall be recaptured 
under Revenue and Taxation Code section 23637, subsection (g), and 
this regulation. The amount of any JSF Property Credit recaptured by the 
S corporation shall be added to the "tax" of the S corporation imposed 
under Chapter 4.5 of Part 1 1 of the Revenue and Taxation Code, except 
that the JSF Property Credil recapture amount added to the "tax" of the 
S corporation shall be appropriately reduced by the amount by which the 
S corporation was required to reduce such JSF Property Credit under Part 
1 1 of the Revenue and Taxation Code. 

(B) Pass-through of JSF Property Credit Recapture Amount to Share- 
holders. In any case where a "disposition" of qualified property by an S 
corporation occurs, the amount of JSF Property Credit subject to recap- 
ture shall be allocated among the shareholders of the S corporation in the 
same ratio that the JSF Property Credit was allocable to each shareholder 
for the qualified property subject to the recapture, and shall be added to 
the "tax" of the shareholder for the taxable year in wliich the qualified 
property is disposed of, removed from this state, or put to a non-qualify- 
ing use. 

EXAMPLE: Assume that Q, an S corporation with three equal share- 
holders (E, F, and G), is allowed a JSF Property Credit in 2001 that Q is 
fully able to utilize to reduce Q's 1.57^ S corporation tax Uability. As- 
sume further that E, F, and G each claims a one-third (1/3) share of the 
JSF Property Credit allowed to Q, and that each shareholder is able to uti- 
lize their entire distributive share of this JSF Property Credit on their re- 
spective 2001 California tax returns. In 2002, within one year of the date 
the qualified property was placed in service in California, Q sells the 
property to an unrelated party. Under these facts, Q, E. F. and G must each 
recapture the JSF Property Credit allowed and claimed by each on their 
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respective 2001 California tax returns by adding such recapture amount 
to their 2002 respective California "tax" or "net tax," as the case may be. 
NOTi;: Authority cited: Section 19,S03, Revenue and Taxation Code. Reference: 
Section 23637, Revenue and Taxation Code. 

History 
I. New section filed 1-23-2003; operative 2-22-2003 (Register 2003. No. 4). 

§ 23637-9. JSF Property Credit Carryforwards. 

JSF Property Credit Carryforwards — (See Regulation 23637-0 for 
Table of Contents.) 

(a) In General. In any case where the JSF Property Credit exceeds the 
"tax," the excess may be carried forward to reduce the "tax" for the eight 
taxable years succeeding the taxable year for which the JSF Property 
Credit is allowed, if necessary, until the credit is exhausted. 

(b) Carryforwards for Pass-Through Entities. In the case of any JSF 
Property Credit allowed to a pass-through entity, the determination of 
the applicable carryover period for any JSF Property Credit required to 
be carried forward shall be made at the pass-through entity level. 

(c) Carryforwards Permitted After Sunset. For taxable years com- 
mencing on or after January 1 , 2006. any unused JSF Property Credit may 
be carried forward, as provided above, until the unused JSF Property 
Credit is exhausted. 

NOTH: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23637, Revenue and Taxation Code. 

History 

1. New section filed 1-23-2003; operative 2-22-2003 (Register 2003. No. 4). 

§ 23637-10. Recordkeeping Requirements. 

Recordkeeping Requirements — (See Regulation 23637-0 for Table 
of Contents.) 

(a) In General. For purposes of Regulations 23637-1 through 
23637-1 1. inclusive, a qualified taxpayer shall be required to maintain 
books and records that are adequate to substantiate its entitlement to any 
claimed JSF Property Credit. These books and records should be retained 
for as long as the statute of limitations on assessment for the taxable year 
for which the JSF Property Credit was allowed remains open. and. in the 
case of any JSF Property Credit that is being carried forward, for the addi- 
tional number of years that the actual carryforward of such JSF Property 
Credit occurs. 

(b) Books and Records. The books and records maintained by the qual- 
ified taxpayer should be sufficient to clearly establish all necessary facts 
which affect the allowance and amount of the JSF Property Credit. For 
this purpose, "adequate" recordkeeping depends upon the sufficiency of 
the information contained in the documentation. In many cases, the 
books and records normally maintained for California income or fran- 
chise tax purposes will be adequate substantiation for the JSF Property 
Credit. 

EXAMPLE 1: X. a qualified taxpayer, claims a JSF Property Credit 
for the purchase of 100 computers to be used in X's manufacturing facil- 
ity in West Los Angeles. Assume the computers were purchased from a 
mail order retailer located in South Dakota. If X has only retained the 
original invoice and a cash disbursements journal, neither of which re- 
flect that California sales or use tax was paid by X, then the invoice would 
not be sufficient to establish that California sales or use tax was paid on 
the computers. However, if X has retained a copy of a timely filed 
California use tax return that clearly demonstrates that California use tax 
was paid by X with respect to the computers, then X would be treated as 
having paid or incurred qualified costs. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
X intends to use 20 of the computers for general administrative functions 
such as payroll and marketing. In addition to the records necessary to es- 
tablish that California sales or use tax was paid, X should also retain a 
copy of the purchase contract containing a detailed list of the computers 
by model number so that X can establish which of the computers are be- 
ing used in qualified activities and which are not being used in qualified 
activities. 

(c) Affidavit Regarding Sales and Use Tax. For purposes of this regu- 
lation only, in the case of any lump sum or turn key contract, the require- 



ment that California sales or use tax be paid may be established by refer- 
ence to bids, contracts or affidavits from the contractor. For purposes of 
determining whether California sales or use tax has been paid, directly 
or indirectly by the contractor, when it is not a separately stated contract 
amount, a qualified taxpayer shall be entitled to rely on a written repre- 
sentation to that effect from the contractor, and California sales or use tax 
shall be deemed to have been paid in the absence of affirmative knowl- 
edge on the part of the qualified taxpayer that California sales or use tax 
was not paid. 

(d) Written Statement by Lessor to Lessee. In the case of any leasing 
transaction described in subsection (b) of Regulation 23637-6 (relating 
to operating leases), the lessor shall provide a statement to the lessee 
specifying the amount of the lessor's original cost of the qualified proper- 
ty upon which the lessee may claim the JSF Property Credit and the 
amount of that cost upon which California sales or use tax was paid. This 
statement must be provided to the lessee within 45 days after the close 
of the lessee's taxable year for which the JSF Property Credit is allowable 
to the lessee. For purposes of providing this statement only, if a lessor is 
legally obligated to remit California sales or use tax with respect to its ac- 
quisition of qualified property, but has not yet remitted such amounts 
solely due to Uming differences between the lessor's California sales and 
use tax return filing period and the lessee's taxable year, then the lessor 
may treat the amounts upon which the California sales or use tax liability 
arises as "qualified costs to the lessor." This written statement should not 
be filed with any return of either the lessor or lessee, but shall instead be 
retained by the lessee and made available to the Franchise Tax Board 
upon request. 

NOTI£: Authority cited: Section 19503. Revenue and Taxation Code. Reference: 
Section 23637, Revenue and Taxation Code. 

History 
1 . New section filed 1-23-2003; operative 2-22-2003 (Register 2003, No 4). 

§ 23637-1 1 . Miscellaneous Provisions. 

Miscellaneous Provisions — (See Regulation 23637-0 for Table of 
Contents.) 

(a) Effective Dates of the JSF Property Credit. The JSF Property Credit 
shall cease to be effective on December 1, 2006; however, any unused 
credit may be carried forward, as provided in Revenue and Taxation 
Code section 23637, subsection (g), and Regulation 23637-9. 

(b) Manufacturers' Investment Credit (MIC). Under Revenue and 
Taxation Code section 23637, in any case where a credit would be al- 
lowed for qualified property under both that provision and the Manufac- 
turers' Investment Credit (MIC) provided in Revenue and Taxation Code 
section 23649, a qualified taxpayer may claim either the MIC credit or 
the JSF Property Credit. Thus, a qualified taxpayer may not claim both 
the JSF Property Credit and the MIC for the costs of the same qualified 
property. 

(c) Enterprise Zone Sales or Use Tax Credit. Under Revenue and 
Taxation Code sections 23637 and 236 1 2.2, a qualified taxpayer that also 
operates in an Enterprise Zone may claim both the JSF Property Credit 
and the Enterprise Zone sales or use tax credit on the same item of quali- 
fied property to the extent that all of the requirements of each of those sec- 
Uons are satisfied. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23637, Revenue and Taxation Code. 

History 
1. New section filed 1-2.3-2003; operative 2-22-2003 (Register 2003, No. 4). 

§ 23649-0. Table of Contents. 

Regulation Sections 23649-1 Through 23649-11 
§ 23649-0. The Manufacturers' Investment Credit (MIC) 

(a) In General 

(b) MIC for Qualified Costs Paid or Incurred in 1 994 Must Be Claimed 
on Qualified Taxpayer's Return for First Income Year Beginning on or 
After January 1, 1995 

(c) Cross References 

(d) General References 
§ 23649-2. Definitions 
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(a) Biopharmaceutical Activities 

(b) Capitalized Labor 

(c) F^ihricating 

(d) Gross Receipts 

(e) Manufacturing 
(t") Net Assets 

(g) Other Biotechnology Activities 

(h) Packaging 

(i) Placed in Service 

(,]) Pollution Control 

(k) Primarily 

(1) Process 

(m) Processing 

(n) Qualified Activity 

(0) Recycling 
(p) Refining 

(q) Research and Development 
(r) SIC Codes 
(s) SIC Manual 
(t) Small Business 
(u) Total MIC 
§ 23649-3. Qualified Taxpayer 

(a) In General 

(b) Business Activities Treated as an Establishment 

(1) Establishment 

A. Activities Conducted at Different Physical Locations 

B. Activities Conducted at a Single Physical Location 

(2) Auxiliary Establishments 

A. Auxiliary Activities Conducted at a Different Physical Location 
than the Supported Establishment 

B. Auxiliary Activities Conducted at the Same Physical Location as 
the Supported Establishment 

(3) Operating Establishments 

(4) Determining Whether Employment is Significant 

(5) Activities Properly Assigned a SIC Code in a Non-Qualified Ac- 
tivity 

§ 23649^. Qualified Costs 

(a) In General 

(b) California Sales and Use Tax Payment Requirement 

(c) Capitalization Requirement 

(d) Capitalized Labor Costs 

(e) Qualified Costs Paid or Incurred Pursuant to Binding Contracts 

(1) Allocation of Costs Actually Paid Prior to January 1, 1994 

(2) Binding Contracts 

(3) Successor or Replacement Contracts 

(4) Option Contracts 

(5) Conditional Contracts 

§ 23649-5. Qualified Property 

(a) In General 

(b) General Requirements for Qualified Property 

(1) Tangible Personal Property 

(2) Section 1245(a) Property 

(3) Used in an Activity Described in Division D of the SIC Manual 

(4) Primarily Used in a Qualified Activity 

(c) Special Purpose Buildings and Foundations 

(1) Defined 

(2) Exclusive Use for a Qualified Purpose 

(3) Property Which is not a Special Purpose Building and Foundation 

(4) Research Facilities 

(d) Specifically Excluded Property 

( 1 ) Furniture 

(2) Facilities Used for Warehousing Purposes 

(3) Inventory 

(4) Equipment Used in the Extraction Process 

(5) Equipment Used to Store Finished Products 



(6) Tangible Personal Property Used in Administration, General Man- 
agement, or Marketing 

(7) Property for Which the California Low-Emission Vehicle Credit 
is Claimed 

(e) Movement of Used Property Into This Slate 
(0 Property Used to Refine Reformulated or Oxygenated Gasoline 
§ 23649-6. Leasing 

(a) In General 

(1) Lessor Not Entitled to MIC 

(2) Binding Contract Rules Applicable to Leases 

(3) Special Rule Applicable to All Leasing Transactions — "Placed in 
Service" 

(b) Operating Leases 

(1) In General 

(2) Applicable Requirements 

A. Lessee Must Be a Qualified Taxpayer 

B. Use of Property in a Qualified Activity 

C. Sales or Use Tax Payment Requirement 

D. Qualified Costs 

E. Chargeable to Capital Account 

(3) Amount of MIC Lessee May Claim 

A. Qualified Cost to Lessor 

B. Exception For Capitalized Labor 

(4) Special Rules for Operating Leases 

A. Transitional Election 

B. Limitation on Qualified Costs 

C. Reduction in Qualified Cost to Lessor 

D. Qualified Cost to Successor Lessor 

E. Acquisition by Lessee of Leased Property 

(5) Sale-Leaseback Transactions 

A. General Rule 

B. Acquisition Sale and Leaseback 

(6) Lessor Reporting Requirement 

(c) Finance Leases 

( 1 ) In General 

(2) Applicable Requirements 

A. Lessee Must Be a Qualified Taxpayer 

B. Use of Property in a Qualified Activity 

C. Sales or Use Tax Payment Requirement 

D. Qualified Costs 

E. Chargeable to Capital Account 

(3) Amount of MIC Lessee May Claim 
§ 23649-7. Reserved. 

§ 23649-8. Recapture Rules 

(a) In General 

(b) Disposition 

(c) Disposidon of Qualified Property During the Income Year Placed 
in Service 

(d) Disposition of Quahfied Property During an Income Year Subse- 
quent to the Income Year Placed in Service 

(e) Adjustment of Carryforwards when Disposition Occurs 

(f) Recapture of MIC Allowed to Pass-Through Entities 

( 1 ) Partnerships and Partners 

(2) S Corporations and Shareholders 

A. Corporate Level Recapture 

B. Pass-through of MIC Recapture to Shareholders 

(g) Recapture of MIC Allowed in 1 994 or 1995 But Deferred Until Qu- 
alified Taxpayer's First Income Year Beginning on or after January 1, 
1995 

§ 23649-9. MIC Carryforwards 

(a) In General 

(b) Small Business Determination Made as of the Last Day of the In- 
come Year for Which the MIC is allowed 
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(c) Special Rule for MIC Allowed in 1994 or 1995 But Deferred Until 
Qualified Taxpayer's First Income Year Beginning on or after January 
1. 1993 

(d) Small Business 

(e) Carryforwards for Pass-Through Entities 

(f) Carryforwards Permitted After Sunset 

§ 23649-10. Recordkeeping Requirements 

(a) In General 

(b) Books and Records 

(c) Affidavit Regarding Sales and Use Tax 

(d) Written Statement by Lessor to Lessee 
§ 23649-lL Miscellaneous Provisions 

(a) Operative Dates of the MIC 

(b) Los Angeles Revitalization Zone (LARZ) Credits 

(c) Election to Claim Sales and Use Tax Refund in lieu of MIC under 
Revenue and Taxation Code Section 6902.2 

(d) Sales and Use Tax Exemption under Revenue and Taxation Code 
Section 6377 

(e) Special Rule Applicable to Fiscal Year Taxpayers 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23649, Revenue and Taxation Code. 

History 

1. New article 3 (sections 23649-0— 23649- 11 ) and section filed 5-1-96; opera- 
tive 5-31-96 (Register 96, No. 18). For prior histoiy of article 3, see Register 
82, No. 37. 

2. Chance without regulatory effect amending table of contents for section 
23649-2 filed 8-14-97 pursuant to section 100. title 1, California Code of Reg- 
ulafions (Register 97, No. 33). 

3. Editorial correction moving article 3 heading to precede section 23636-0 (Reg- 
ister 2004, No. 6). 

§ 23649-1. The Manufacturers' Investment Credit. 

(See Section 23649-0 for Table of Contents.) 

(a) /// General. The Manufacturers' Investment Credit (MIC) is al- 
lowed to any qualified taxpayer in an amount equal to six percent (6%) 
of any qualified costs paid or incurred on or after January 1, 1994, for qu- 
alified property that is placed in service in this state. A qualified taxpayer 
who leases qualified property for use in a qualified activity of the quali- 
fied taxpayer may also claim the MIC. Qualified property may be either 
new or used and must be placed in service in this state and used by a quali- 
fied taxpayer in a qualified activity for more than one year to avoid recap- 
ture of the MIC. The basis of any qualified property for which the MIC 
is claimed is not required to be reduced by the amount of any MIC 
claimed. 

(b ) MIC for Qualified Costs Paid or Incurred in 1 994 Must Be Claimed 
on Qualified Taxpayer's Return for First Income Year Beginning on or 
After January I, 1995. In the case of any qualified costs paid or incurred 
on or after January 1 , 1 994, and prior to the first income year of the quali- 
fied taxpayer beginning on or after January 1, 1995, the MIC shall be 
treated as having been allowed as of the date the qualified property is 
placed in service in this state but shall not be claimed by the qualified tax- 
payer until the qualified taxpayer files its California tax return for its first 
income year beginning on or after January 1, 1995. No MIC shall be 
claimed on any return filed for any income year commencing prior to the 
qualified taxpayer's first income year beginning on or after January 1, 
1 995. Fiscal year taxpayers who paid or incurred qualified costs on or af- 
ter January I, 1994, and during the qualified taxpayer's income year be- 
ginning in 1993, shall treat any such income year 1993 qualified costs as 
1994 qualified costs to be claimed on the qualified taxpayer's 1995 in- 
come year return. 

(c) Cross References. Regulation 23649-2 contains definitions appli- 
cable to Regulations 23649-1 through 23649-11, inclu.sive. Regulation 
23649-3 contains rules relating to qualified taxpayers. Regulation 
23649-4 contains rules relating to qualified costs. Regulation 23649-5 
contains rules relating to qualified property. Regulation 23649-6 con- 
tains rules applicable to leases of qualified property by qualified taxpay- 
ers. Regulation 23649-7 is reserved, Regulation 23649-8 contains re- 
capture rules, Regulafion 23649-9 contains rules relating to 



carryforwards. Regulation 23649-1 contains general recordkeeping re- 
quirements, and Regulation 23649-1 1 contains other miscellaneous pro- 
visions. For rules relating to the MIC allowed to taxpayers under the Per- 
sonal Income Tax Law. see Revenue and Taxation Code Section 
17053.49 and the regulations thereunder. 

(d) General References. For purposes of Regulations 23649-1 
through 23649-1 1. inclusive, the following general references shall ap- 
ply: 

( 1 ) All citations to the Revenue and Taxation Code are to the Califor- 
nia Revenue and Taxation Code. 

(2) All citations to the Internal Revenue Code are to the Internal Reve- 
nue Code of 1986. 

(3) The credits provided for in Revenue and Taxation Code Sections 
1 7053.49 and 23649 shall be collectively referred to as the "Manufactur- 
ers' Investment Credit" or the "MIC." 

(4) Any reference to a taxpayer's income year shall means the income 
year as defined in Revenue and Taxation Code Section 23042. 

(5) Any reference to sales or use tax shall mean California sales or use 
tax imposed under Part 1 (commencing with Section 6001) of Division 
2 of the Revenue and Taxation Code. Any discussion of California sales 
and use tax law in Regulations 23649-1 through 23649-1 1, inclusive, is 
based upon such law as in effect on the date these regulations become ef- 
fective, and is generally intended to restate the requirements set forth in 
Revenue and Taxation Code Section 23649 and to be illustrative of. but 
have no effect on. the California sales and use tax law and the regulaiions 
thereunder. All examples which contain references to an amount of Cali- 
fornia sales or use tax shall be at an assumed hypothetical sales or use tax 
rate of eight percent (8%). 

(6) Any reference to "Division D of the SIC Manual" shall mean that 
portion of the SIC Manual which includes Codes 201 1 through 3999. in- 
clusive. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23649, Revenue and Taxation Code. 

History 

1. New Section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 

2. Change without regulatory effect amending subsection (d)(6) filed 8-14-97 
pursuant to section 1 00. title 1 , California Code of Regulations (Register 97, No. 
33). 

§ 23649-2. Definitions. 

(See Section 23649-0 for Table of Contents.) 
For purposes of Regulations 23649-1 through 23649-11, inclusive, 
the following definitions shall apply: 

(a) Biopharmaceutical Activities. The term "biopharmaceutical acti- 
vities" shall mean those activities, including research, development, pro- 
duction, or provision of biotechnology, which use organisms or materials 
derived from organisms, and their cellular, subcellular or molecular com- 
ponents, in order to provide pharmaceutical products or processes for hu- 
man or animal therapeutics, diagnostics, medical, pharmaceutical, nutri- 
tional, or other health-related purposes. Biopharmaceutical acfivities use 
recombinant DNA technology and living organisms to make commercial 
products, as opposed to pharmaceutical activities which make use of 
chemical compounds to produce commercial products. 

(b) Capitalized Labor. The term "capitalized labor" shall mean all di- 
rect costs of labor that can be identified or associated with and are proper- 
ly allocable to the construction, modification, or installation of specific 
items of qualified property. For this purpose, labor encompasses full- 
time and part-time employees, as well as contract employees and inde- 
pendent contractors. 

( 1 ) Direct labor costs shall include all elements of compensation, such 
as basic compensation, overtime pay. vacation pay, holiday pay, sick 
leave pay (other than payments pursuant to a wage continuation plan un- 
der Internal Revenue Code Section 105(d) as it existed prior to its repeal 
in 1 983), shift differential, payroll taxes, and payments to a supplemental 
unemployment benefit plan, but shall not include any indirect labor costs. 

(2) Indirect labor costs are costs that cannot be identified or associated 
with the construction, modification, or installation of specific items of 
qualified property. Indirect labor costs include, but are not limited to. 
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training costs, officers' compensation, pension and other related costs, 
and employee benefit expenses (including payments pursuant to a wage 
continuation plan under Internal Revenue Code Section ]()5(d) as it ex- 
isted prior to its repeal in 1 983). 

(3) In determining whether direct costs of labor are properly allocable 
to the construction, modification, or installation of a specific item of qu- 
alified property, the qualified taxpayer shall be required to use the same 
method of allocation that is required to be used by the qualified taxpayer 
for California income or franchise tax purposes under the uniform capi- 
talization allocation rules specified in Treasury Regulation Section 
1.263A-1 (as in effect on the date Regulation 23649-2 is effective). 

(i:)fabnc(itiii^. The term "fabricating" shall mean the process of mak- 
ing, building, creating, producing, or assembling components or proper- 
ty to work or be useable in a new or different manner. 

(d) Gross Receipts. The term "gross receipts" shall mean gross in- 
come, as defined in Revenue and Taxation Code Section 2427 1 , plus cost 
of goods sold. 

(e) Maniifactiirwg. The term "manufacturing" shall mean the process 
of converting or conditioning property by changing the form, composi- 
tion, quality, or character of the property for ultimate sale at retail or for 
use in the manufacturing of a product to be ultimately sold at retail, and 
includes any improvements to tangible personal property that result in a 
greater service life or greater functionality than that of the original prop- 
erty. Tangible personal property shall be treated as having a greater ser- 
vice life if such property can be used for a longer period than such proper- 
ty could have been used prior to the conversion or conditioning of such 
property. Tangible personal property shall be treated as having greater 
functionality if it has been improved in such a manner that it can be used 
to perform new or different functions. 

(f) Net Assets. The term "net assets" shall mean total assets less total 
liabilities, as determined for California income or franchise tax purposes. 

(g) Other Biotechnology Activities. The term "other biotechnology ac- 
tivities" shall means activities consisting of the application of recombi- 
nant DNA technology to produce commercial products, as well as activi- 
ties regarding pharmaceutical delivery systems designed to provide a 
measure of control over the rate, duration, and site of pharmaceutical de- 
livery. 

(h) Packaging. The term "packaging" shall mean to wrap, seal, box, 
or put together as a unit, but shall include only that portion of any wrap- 
ping, sealing, boxing, or putting together as a unit that is necessary to pre- 
pare the goods for delivery to and placement in the qualified taxpayer's 
finished goods inventory, or to prepare the goods so that they are suitable 
for delivery to and placement in finished goods inventory. Additional 
wrapping, sealing, boxing, or putting together as a unit, such as any wrap- 
ping, sealing, boxing, or putting together as a unit that is necessary to con- 
solidate the finished goods prior to shipping or protect them during trans- 
portation, shall not be treated as packaging. 

(i) Placed in Service. The term "placed in service" shall mean the earli- 
est income year in which either of the following occurs: 

(1) under the depreciation method used by the qualified taxpayer for 
California tax purposes, the period for depreciation with respect to the 
qualified property commences; or 

(2) the qualified property is placed in a condition or state of readiness 
and availability for a specifically assigned function. 

If qualified property meets the conditions of subsection (i)(2) of this 
regulation in any income year, it shall be considered placed in service in 
such year, notwithstanding that the period for depreciation with respect 
to the qualified property begins in a succeeding income year. For exam- 
ple, if under the qualified taxpayer's California depreciation pracUce 
such qualified property is accounted for in a multiple asset account and 
depreciation is computed under an averaging convention, or depreciation 
is computed under the completed contract method, the unit of production 
method, or the retirement method, then the qualified property is treated 
as in a condition or state of readiness and availability for a specifically 
assigned function. Specific examples where qualified property shall be 
considered in a condifion or state of readiness and available for a specifi- 



cally assigned function include (A) parts that are acquired and set aside 
during the income year for use as replacements for a particular item or 
items of qualified property in order to avoid operational time loss, ( B ) op- 
erational items of qualified property that are acquired for a specifically 
assigned function during the income year where it is not practicable to 
use such item of qualified property for its specifically assigned function 
in the qualified taxpayer's business until the following income year, and 
(C) qualified property acquired for a specifically assigned function that 
is operational but is still undergoing testing to eliminate any defects. Ma- 
terials and parts acquired to be used in the construction of an item of qual- 
ified property shall not be considered in a condition or state of readiness 
and availability for a specifically assigned function. 

(j) Pollution Control. The term "pollution control" shall mean any ac- 
Uvity that results in the abatement, reduction, or control of water, land, 
or atmospheric pollution or contamination by removing, altering, dispos- 
ing, storing, or preventing the creation or emission of pollutants, contam- 
inants, wastes, or heat, but only to the extent that such activity meets or 
exceeds standards established by this state or by any local or regional 
government agency within this state. 

(k) Primarily. The term "primarily" shall mean that property is used 
50 percent or more of the time in any qualified activity. For purposes of 
the preceding sentence, the term "time" shall mean the total number of 
hours that the property is actually in use during the 12-month period im- 
mediately following the date the property is placed in service in this state. 
For example, if an item of property is used by a qualified taxpayer for a 
total of 100 hours for all uses during the 12-month period immediately 
following the date the property is placed in service in this state, then "pri- 
marily" used in a qualified activity means at least 50 hours of the proper- 
ty's use is in a qualified activity. 

(/) Process. The term "process" shall mean the period beginning at the 
point at which any raw materials are received by the qualified taxpayer 
and introduced into the manufacturing, processing, refining, fabricating, 
or recycling activity of the qualified taxpayer and ending at the point at 
which the manufacturing, processing, refining, fabricating, or recycling 
activity of the qualified taxpayer has altered tangible personal property 
to its completed form, including packaging, if required. Raw materials 
will be considered to have been introduced into the process when the raw 
materials are stored on the same premises where the qualified taxpayer's 
manufacturing, processing, refining, fabricaUng, or recycling activity is 
conducted. Raw materials that are stored on premises other than where 
the qualified taxpayer's manufacturing, processing, refining, fabricat- 
ing, or recycling activity is conducted, shall not be considered to have 
been introduced into the manufacturing, processing, refining, fabricat- 
ing, or recycling process. 

(m) Processing. The term "processing" shall mean the process of 
physically applying the materials and labor necessary to modify or 
change the characteristics of property. 

(n) Qualified Activity. The term "qualified activity" shall mean an ac- 
tivity engaged in by a qualified taxpayer that involves manufacturing, 
processing, refining, fabricating, recycling, research and development, 
or polluUon control, and shall also include the maintenance, repairing, 
measuring, or testing of any qualified property. 

(0) Recycling. The term "recycling" shall mean the process of modify- 
ing, changing, or altering the physical properties of manufacturing, pro- 
cessing, refining, fabricating, secondary or postconsumer waste which 
results in the reduction, avoidance or elimination of the generation of 
waste, but shall not include transportation, baling, shredding, grinding, 
compressing, or any other activity that does not otherwise change the 
physical properties of any such waste. Recycling includes, but is not lim- 
ited to, each of the following: 

(1 ) Any "input change," which shall mean any change in the raw mate- 
rials or feedstocks used in any process for the purpose of reducing, avoid- 
ing, or eliminating the generation of hazardous waste. 

(2) Any "operational improvement," which shall mean improved site 
management for the purpose of reducing, avoiding, or eliminating the 
generation of hazardous waste. 
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(3) Any "production process change," which shall mean any change 
in any process, method or technique which is used to produce a product 
or a desired result, including the return of materials or their components 
for reuse within any existing process or operation, for the purpose of re- 
ducing, avoiding, or eliminating the generation of hazardous waste. 

(4) Any "product reformulation," which shall mean changes in design, 
composition, or specifications of an end product, including product sub- 
stitution, for the purpose of reducing, avoiding, or eliminating the gener- 
ation of hazardous waste. 

(p) Refining. The term "refining" shall mean the process of converting 
a natural resource to an intermediate or finished product, but shall not in- 
clude any transportation, storage, conveyance or piping of the natural re- 
sources prior to commencement of the refining process, or any other acti- 
vities which are not part of the process of converting the natural resource 
into the intermediate or finished product. 

(q) Research and Development. The term "research and development" 
shall mean those activities that are described in Internal Revenue Code 
Section 1 74 or in any regulations thereunder. Research and development 
shall include activities intended to discover information that would elim- 
inate uncertainty concerning the development or improvement of a prod- 
uct. For this purpose, uncertainty exists if the information available to the 
qualified taxpayer does not establish the capability or method for devel- 
oping or improving the product or the appropriate design of the product. 

(r) .SVC Codes. The term "SIC Codes" shall mean those codes listed in 
the SIC Manual. 

(s) SIC Manual. The term "SIC Manual" shall mean the Standard In- 
dustrial Classification Manual published by the United States Office of 
Management and Budget, 1987 edition. 

(t) Small Business. The term "small business" shall mean a qualified 
taxpayer that, as of the last day of the income year for which the MIC is 
allowed, satisfies any of the following requirements: ( 1 ) has gross re- 
ceipts of less than fifty million dollars ($50,000,000), (2) has net assets 
of less than fifty million dollars ($50,000,000), (3) has a total MIC of less 
than one million dollars ($1 ,000,000), or (4) for income years beginning 
on or after January 1 , 1 997. is engaged in biopharmaceutical activities or 
other biotechnology activities that are described in Codes 2833 to 2836, 
inclusive, of the SIC Manual, published by the United States Office of 
Management and Budget, 1987 edition, and as further amended, and has 
not received regulatory approval for any product from the United States 
Food and Drug Administration. The determination of whether a qualified 
taxpayer is a "small business" shall be made on a separate entity basis, 
and, in the case of any qualified taxpayer engaged in multiple lines of 
business or that has multiple establishments, shall be made by aggregat- 
ing all of the qualified taxpayer's business activities. 



(u) Total MIC. The term "total MIC" shall mean the aggregate amount 
of MIC allowed to a qualified taxpayer for the income year (including 
any amounts allowed in the current income year but required to be carried 
forward), but shall not include any MIC carryforward amounts from prior 
years. 

NOTE: Authority cited: Section 19303, Revenue and Taxation Code. Reference: 
Section 23649, Revenue and Taxation Code. 

History 

1. New section tiled 5-1 96: operative 5-31-96 (Register 96, No. 18). 

2. Change without regulatory effect repealing subsection (b), relettering subsec- 
tions, adding new subsection (g), and amending subsections (/) and (t) filed 
8-1 4-97 pursuant to section 1 00, title 1 , California Code of Reeulations ( Regis- 
ter 97. No. 33). 

§ 23649-3. Qualified Taxpayer. 

(See Section 23649-0 for Table of Contents.) 

(a) /// General. For purposes of Regulations 23649-1 through 
23649-1 1 , inclusive, a qualified taxpayer is any taxpayer that is engaged 
in an activity that is described in Division D of the SIC Manual. The de- 
termination of whether a taxpayer is engaged in an activity that is de- 
scribed in Division D of the SIC Manual shall be made under the rules 
and methods described in the SIC Manual, 1987 edition, herein incorpo- 
rated by reference, and the rules in this regulation on the basis of all of 
the facts and circumstances. Thus, for example, a taxpayer is a qualified 
taxpayer where such taxpayer is engaged in multiple business activities, 
one or more of which constitutes an activity that is described in Division 
D of the SIC Manual. For purposes of the MIC, a SIC Code assignment 
to a given taxpayer's activity made by any federal, state (other than the 
Franchise Tax Board), regional, or local government agency shall not be 
controlling. 

(b) Business Activities Treated as an Establishment. The determina- 
tion of whether a taxpayer is engaged in an activity that is described in 
Division D of the SIC Manual shall be made by reference in the SIC Man- 
ual. If a taxpayer is engaged in one or more lines of business that is treated 
as an establishment under the SIC Manual, and that establishment is 
properly classified in Division D of the SIC Manual, then the taxpayer 
is a qualified taxpayer. In contrast, if a taxpayer is only engaged in busi- 
ness activities that are properly classified in any division or divisions of 
the SIC Manual other than Division D of the SIC Manual, then the tax- 
payer shall not be treated as a qualified taxpayer. 

(1) Establishment. For purposes of this section, the term "establish- 
ment" shall mean an economic unit (as distinguished from subunits such 
as departments), generally at a single physical location, where business 
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is conducted or where services or manufacturing or other industrial oper- 
ations are performed. For example, a factory, mill, store, hotel, movie 
theater, mine, farm, ranch, bank, railroad depot, airline terminal, sales of- 
fice, warehouse, or central administrative office would each be treated as 
an establishment. There are two types of establishments under the SIC 
Manual, auxiliary establishments and operating establishments. 

A. Activities Couducted at Different Physical Locations. Business ac- 
tivities conducted at different physical locations shall generally be 
treated as separate establishments. Thus, for example, if a taxpayer 
manufactures clay tiles in Los Angeles and operates a retail tile store in 
Tarzana, each of these activities would be generally treated as a separate 
establishment. 

B. Activities Conducted at a Sin^^le Physical Ijycation. Where distinct 
and separate business activities are performed at a single physical loca- 
tion (such as construction activities operated out of the same physical lo- 
cation as a lumber yard), each activity shall be treated as a separate estab- 
lishment where all of the following are satisfied: 

1. No single industry description in the SIC Manual includes such 
combined activities; 

2. Separate reports are prepared on the number of employees, their 
wages and salaries, sales or receipts, property and equipment, and other 
types of financial data, such as financial statements, job costing, and 
profit center accounting; and 

3. Employment in each such economic activity is significant (as de- 
fined in subsecfion (b)(4)). 

Where all of the requirements in subsection (b)(l)B. of this regulation 
are not satisfied, then all of the activities conducted at that location shall 
be assigned a single SIC Code based upon the principal activity being 
conducted at that location. For example, where there are five distinct and 
separate business activities being conducted at a single physical location 
and none of those activities meet all of the requirements of subsection 
(b)(l)B. of this regulation, that location would properly be assigned a 
single SIC Code representing the principal business activity. 

(2) Auxiliary Establishments. Auxiliary establishments are establish- 
ments that are principally engaged in performing management or support 
services for other establishments of the same taxpayer. Auxiliary estab- 
lishments shall generally be assigned the same SIC Code as the principal 
activity of the operating establishment that they serve. However, estab- 
lishments principally engaged in producing goods or providing services 
for other establishments of the same taxpayer, when such goods or ser- 
vices are covered by industries in Divisions A through D, inclusive, of 
the SIC Manual, shall be classified as operating establishments in such 
divisions of the SIC Manual on the basis of their principal activity. Exam- 
ples of auxiliary establishments include, but are not limited to, the provi- 
sions of management and other general administrative functions, such as 
accounting, data processing, legal services, research and development, 
testing, and warehousing. 

A. Auxiliary Activities Conducted at a Different Physical Location 
than the Supported Establishment. Auxiliary activities conducted at a 
different physical location from the supported establishment or estab- 
lishments shall be treated as a separate establishment, and shall be classi- 
fied as either an auxiliary establishment or an operafing establishment 
under the rules of this regulation. Thus, for example, if a taxpayer man- 
ufactures plasfic foam products in San Jose and has a finished goods 
warehouse in Fremont from which it fills orders and ships the finished 
goods to its customers, each of these acfivities will be treated as a separate 
establishment. 

EXAMPLE 1: C manufactures computers, an activity properly classi- 
fied under SIC Code 357 1, at its manufacturing plant in San Diego. C also 
conducts research and development activities at C's facility in Rancho 
Cordova for the purpose of enhancing the performance by C. Assume 
that C's Rancho Cordova research facility is properly treated as a sepa- 
rate establishment under the rules in this regulation and principally per- 
forms research and development activities in support of C's manufactur- 
ing facility in San Diego. Under these facts, C's research facility in 
Rancho Cordova would be properly classified as an "auxiliary establish- 



ment" under the mles in this regulation. Moreover, since C's research fa- 
cility is properly classified as an auxiliary establishment, it would be as- 
signed the same SIC Code (SIC Code 3571) as C's manufacturing 
establishment in San Diego. 

EXAMPLE 2: Assume the same facts as in EXAMPLE I, except that 
C's manufacturing plant is located in Austin, Texas. Under these facts, 
the result is the same as in EXAMPLE 1 because the physical location 
of the auxiliary establishment is irrelevant to the determination of wheth- 
er the activity being classified will be treated as an auxiliary establish- 
ment. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1 . except that 
C's research facility principally performs commercial research and de- 
velopment performed on a contract basis for parties other than C. Under 
these facts, while C's research facility would still be treated as an "estab- 
lishment" under the rules in this regulation, it would not be treated as an 
"auxiliary establishment" since C's research facility in Rancho Cordova 
does not "primarily" support C's manufacturing activity. Instead, C s re- 
search facility would be treated as a separate operating establishment, 
and would be assigned a separate SIC Code based on its primary activity 
(SIC Code 8731, Commercial Research and Development). 

B. Auxiliary Activities Conducted at the Same Physical location as 
the Supported Establishment. Where auxiliary activities are performed 
at the same physical location where the supported establishment or estab- 
lishments are located, the auxiliary acti vifies shall be treated as a separate 
estabhshment, and shall be classified as either an auxiliary establishment 
or an operafing establishment under the rules of this regulation, when 
each of the following is satisfied: 

1 . Separate reports are prepared on the number of employees, their 
wages and salaries, sales or receipts, property and equipment, and other 
types of financial data, such as financial statements, job costing, and 
profit center accounting; 

2. The auxiliary unit serves other establishments of the same taxpayer; 
and 

3. Employment is significant (as defined in subsection (b)(4) for both 
the auxiliary and operating activity. 

(3) Operating Establishments. Any establishment that is not treated as 
an auxiliary establishment shall be treated as an operating establishment 
and shall be assigned a SIC Code on the basis of its principal activity, 
which shall be determined by reference to its principal product or group 
of products produced or distributed, or services rendered. In the case of 
activides classified under Division D of the SIC Manual, the principal ac- 
tivity of the establishment shall be determined by reference to the value 
of producfion of each product being produced. For purposes of this sec- 
tion, the product or service contributing the largest proportion of the cost 
of goods manufactured, excluding overhead, shall be treated as the prin- 
cipal activity of the establishment. However, in cases where multiple 
manufacturing and non-manufacturing activities are conducted at an es- 
tablishment and the taxpayer can demonstrate that value of production 
does not adequately represent the relative economic importance of each 
of the varied activities being conducted at the establishment, the taxpayer 
may instead use employment or payroll information in the same manner 
to determine the principal activity of the establishment. 

EXAMPLE 1: D is solely engaged in the following two acfivities, both 
of which are conducted at the same physical location — the manufactur- 
ing of wood kitchen cabinets and the retail sale of packaged dairy prod- 
ucts. D employs 1 individual to manufacture the wood cabinets and 10 
individuals to run the retail store. Assume the retail sale of packaged dairy 
products is the principal acfivity being conducted at this location. D does 
not maintain separate books and records for each of the acfivities, but in- 
stead maintains a single set of books and records. Since D does not main- 
tain separate books and records for the manufacturing operation under 
subsecfion (b)(I)(B)2.. and since the employment in this activity is less 
than 25% of the total employment and thus not significant under subsec- 
tion (b)(l)(B)3., the manufacturing activity does not consfitute a separate 
establishment from the retail operation. Moreover, under the rules in this 
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section, D"s principal activity at the establishment would be classified un- 
der SIC Code 545 1 (Dairy Products Stores). Therefore. D is not engaged 
in an activity described in Division D of the SIC Manual and is thus not 
a qualified taxpayer. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
D employs 4 individuals in its wood cabinet manufacturing activity, but 
still does not maintain separate books and records for the wood cabinet 
manufacturing activity. Because the number of individuals employed in 
both the manufacturing operation and the retail operation is more than 25 
percent of the total number of individuals D employs, employment in 
each of the activities would be considered significant. However, because 
D does not maintain separate books and records for each activity, D is 
treated and having only one establishment. Since the retail operation 
(SIC Code 5451 - Dairy Products Stores) is the principal activity of D's 
single establishment, D is not engaged in an activity described in Divi- 
sion D of the SIC Manual, and is thus not a qualified taxpayer. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
D maintains separate books and records for the manufacturing activity. 
Since D is maintaining separate books and records, and the number of in- 
dividuals employed in both the manufacturing operation and the retail 
operation is more than 25 percent of the total number of individuals D 
employs and thus treated as significant, both the manufacturing opera- 
tion and the retail operation constitute separate establishments. As a re- 
sult, D is engaged in an activity described in Division D of the SIC Manu- 
al, the manufacturing of wood kitchen cabinets (SIC Code 2434), and is 
a qualified taxpayer. 

(4)Detenniiiing Whether Employment is Significant. For purposes of 
this section, the determination of whether employment is significant 
shall be based upon all of the facts and circumstances. However, employ- 
ment in an economic acfivity shall be deemed "significant" whenever 
more than 25 percent of the taxpayer's total number of employees at a 
single physical location, or more than 25 percent of the taxpayer's total 
dollar value of payroll at a single physical location, is attributable to the 
business activity being tested for separate establishment status. 

(5 ) Activities Properly Assigned a SIC Code in a Non-Qualified Activ- 
if}\ In the case of certain manufacturing-type activities that are con- 
ducted at establishments principally engaged in activities that are proper- 
ly classified under divisions other than Division D of the SIC Manual, 
such activities shall not be treated as an activity described in Division D 
of the SIC Manual. Examples of these types of activities include, but are 
not limited to, the following: 

A. processing on farms if the raw materials are grown on the farm and 
the manufacturing activities are on a small scale without the extensive 
use of paid labor; 

B. threshing; 

C. cotton ginning; 

D. the dressing and beneficiating of ores; 

E. the breaking, washing, and grading of coal; 

F. the crushing and breaking of stone; 

G. the crushing, grinding, or other preparafion of sand, gravel, and 
nonmetallic chemical and fertilizer minerals other than barite; 

H. fabricafing operafions performed at the site of construction by con- 
tractors; 

I. cutting and selling purchased carcasses; 

J. preparing feed at grain elevators and farm supply stores; 

K. stemming leaf tobacco at wholesale establishments; 

L. production of wiping rags; 

M. the breaking of bulk and redistribution in smaller lots, including 
packaging, repackaging, or bottling products, such as liquors or chemi- 
caJs; 

N. establishments principally engaged in selling, to the general public, 
products produced on the same premises from which they are sold, such 



as bakeries, candy stores, ice cream parlors, and custom tailors; 

O. tire retreading and rebuilding; 

P. sign painting and lettering shops; 

Q. computer software production; and 

R. the production of motion picture films (including video types). 

EXAMPLE 1: B is engaged in the retail sale of bakery products and the 
manufacturing of fresh bread products primarily for direct sale by B on 
B's premises to retail consumers. Both activities are conducted at a single 
physical location in Auburn. While B's manufacturing acfivity appears 
to be "described in" SIC Code 205 1 (Bread and Other Bakery Products), 
if B's principal acfivity is the retail sale of these bakery products, thenB 
will not be treated as engaged in an activity described in Division D of 
the SIC Manual since B is properly treated as being principally engaged 
in the retail sale of bakery products under SIC Code 5461 (Retail Baker- 
ies). As a result, assuming that the baking operafion is not properly 
treated as a separate establishment under the rules of this secfion, the bak- 
ing operation would be properiy classified as being part of the retail 
bakery operation. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
instead of selling most of its bakery products through its retail store, B 
sells 80 percent of its bakery products to the wholesale bakery trade. As- 
suming that B's manufacturing operation would otherwise be properiy 
treated as a separate establishment from its retail store, then B would be 
treated as engaged in an acfivity that is properly classified under SIC 
Code 2051 (Bread and Other Bakery Products). 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23649, Revenue and Taxation Code. 

History 

1. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 

2. Editorial correction of subsection (b)(l)A. (Register 2002, No. 7). 

§ 23649-4. Qualified Costs. 

(See Section 23649-0 for Table of Contents.) 

(a) /// General. For purposes of Regulafions 23649-1 through 
23649-1 1 , inclusive, the term "qualified costs" includes any costs paid 
or incurred by a qualified taxpayer for the construcfion, reconstruction, 
oracquisifion of qualified property on or after January 1, 1994, provided 
that California sales or use tax has been paid, directly or indirecUy, on 
such costs (except for costs paid or incurred for capitalized labor), and 
such costs are properly chargeable to the qualified taxpayer's capital ac- 
count. However, the term "qualified costs" does not include the amount 
of any California sales or use tax paid, directly or indirectly, by the quali- 
fied taxpayer. 

(b) California Sales and Use Tax Payment Requirement. In order for 
costs to be treated as qualified costs, California sales or use tax must be 
paid, direcUy or indirecUy as a separately stated contract amount or as de- 
termined from the books and records of the qualified taxpayer, with re- 
spect to the qualified property. For purposes of Regulafions 23649-1 
through 23649- 1 1 , inclusive, the requirement that California sales or use 
tax be paid prior to claiming the MIC shall be deemed safisfied as of the 
date the California sales or use tax is due and payable under Part 1 (com- 
mencing with Secfion 600 1 ) of Division 2 of the Revenue and Taxafion 
Code. In the case of any costs paid or incurred by the qualified taxpayer 
upon which California sales or use tax has not been paid, except in the 
case of amounts properly treated as capitalized labor directly allocable 
to the construction, such amounts shall not be treated as qualified costs. 
In the case of any leasing transaction, Regulafion 23649-6 contains spe- 
cial rules applicable to the California sales and use tax payment require- 
ment. 

EXAMPLE 7: D, a qualified taxpayer, purchases three hydraulic tur- 
bines from B, a California manufacturer of hydraulic turbines, for $500 
to be used in D's manufacturing facility in Escondido. Under the terms 
of the purchase contract, which is dated February 15, 1994, B agrees to 
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install the turbines at D's manufacturing facility by affixing them to the 
facility's concrete tloor for an additional $100. B charges and collects 
from D $40 in California sales tax under the contract ($.'^00 X 8%), with 
the $ 100 installation charges being separately stated in the purchase con- 
tract and for purposes of this example are assumed to be exempt from 
California sales and use tax. Under these facts, D has $600 in qualified 
costs ($500 in costs upon which California sales tax was paid and $100 
in capitalized labor, but excluding the $40 in sales tax). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
instead of D purchasing the turbines from B, D enters into a "fixed-price, 
turn-key"" contract with C, the terms of which require D to pay C a total 
of $640 upon delivery and installation of the turbines in D"s manufactur- 
ing facility. C. instead of delivering a resale certificate to B, pays $40 
($500 X H'/f ) in California sales tax to B on its purchase of the turbines. 
Under C"s contract with D, the $40 California sales tax paid by C is a sep- 
arately stated item. Under these facts, since the sales tax was separately 
stated in D's contract with C and paid by C on behalf of D, D is treated 
as having satisfied the California sales tax payment requirement. Howev- 
er, since $40 of the total contract price represents the sales tax paid indi- 
rectly by D, the amount of D's qualified costs is $600 ($500 for the tur- 
bines plus $100 in capitalized labor, but excluding the $40 in sales tax). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
D's contract with C does not separately state the amount of California 
sales tax paid by C. However, D's books and records substantiate that C 
paid California sales tax on behalf of D and that the total contract price 
of $640 is broken down between $500 for the turbines, $40 in California 
sales tax, and $100 in installation charges. Under these facts, the result 
is the same as in EXAMPLE 2 since the amount of California sales tax 
treated as being paid indirectly by D can be determined from D's books 
and records. 

(c) Capitalization Requirement. In order for costs to be treated as qual- 
ified costs, they must be amounts properly chargeable to the capital ac- 
count of the qualified taxpayer. Amounts shall be treated as properly 
chargeable to capital account if under the qualified taxpayer's method of 
tax accounting they are properly includible in the quahfied taxpayer's ba- 
sis for computing depreciation on the qualified property under Revenue 
and Taxation Code Section 24353. However, any amounts not required 
to be included in the qualified taxpayer's basis for depreciation purposes 
shall not be treated as qualified costs. For example. Internal Revenue 
Code Section 179 provides that amounts for which an election is made 
under that section to currently deduct such amounts are "not chargeable 
to capital account." Thus, any amounts for which a qualified taxpayer 
makes an election to currently expense for California income or franchise 
tax purpose under either Internal Revenue Code Sections 179 or 179A, 
or amounts for which a qualified taxpayer makes an election for Califor- 
nia purposes to currently expense under Internal Revenue Code Section 
179-type provisions such as Revenue and Taxation Code Sections 
24356.2 (Enterprise Zone businesses), 24356.3 (Program Area busi- 
nesses), 24356.4 (Los Angeles Revitalization Zone businesses), or 
24356.8 (Local Agency Military Base Recovery Area businesses), are 
treated as amounts that are not properly chargeable to capital account. In 
addition, any costs paid or incurred for property with a useful life of less 
than one year which may properly be expensed under Internal Revenue 
Code Section 162 would be treated as amounts not properly chargeable 
to capital account. Although costs that are not properly chargeable to cap- 
ital account are not treated as qualified costs, the portion of the cost of any 
item of qualified property that is property chargeable to capital account 
(such as, for example, the amount in excess of what may be currently de- 
ducted under Section 179 of the Internal Revenue Code) may be a quali- 
fied cost under Revenue and Taxation Code Section 23649. 

EXAMPLE /: F, a qualified taxpayer which is a California S corpora- 
tion, purchases 50 stainless steel racks for $900 from G for use in F's 
cheese production line in Santa Cruz. F pays $72 ($900 X 8%) in Califor- 
nia sales tax on the purchase. F makes an election for California franchise 
tax purposes to currently expense the entire cost of the stainless steel 



racks under Revenue and Taxation Code Section 23802(f)(1) (Internal 
Revenue Code Section 1 79). Under these facts, the $900 paid by ¥ for the 
stainless steel racks would not be treated as a qualified cost since the $900 
is not properly chargeable to F's capital account under Revenue and Tax- 
ation Code Section 23802(f)(1) (Internal Revenue Code Section 179). 

EXAMPLE 2: H, a qualified taxpayer doing business in the Los An- 
geles Revitalization Zone, purchases a commercial baking oven for $25 
from I, and pays $2 (8% of $25) in California sales tax on the purchase. 
H makes an election under Revenue and Taxation Code Section 24356.4 
to expense the entire cost of the oven. Under these facts, the $25 paid by 
H would not be treated as a qualified cost since the $25 is not properly 
chargeable to H's capital account. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
H is instead doing business in the Fresno enterprise zone. Under the pro- 
visions of Revenue and Taxation Code Section 24356.2, H elects to ex- 
pense $10 of the cost of the oven. Under these facts, H may treat only $15 
of the total $25 paid for the oven as a qualified cost since the $10 being 
expensed under Revenue and Taxation Code Section 24356.2 is not 
property chargeable to H's capital account. 

(d) Capitalized Labor Costs. For costs paid or incurred by the qualified 
taxpayer for capitalized labor, the requirement that California sales or use 
tax be paid in order for the costs to be treated as qualified costs shall not 
apply. The qualified taxpayer shall have the burden of establishing the 
amount of any cost paid or incurred for capitalized labor that is directly 
allocable to the construcfion, modification or installation of any item of 
qualified property. This burden may. for example, ordinarily be satisfied 
by either an invoice, supported by the books and records of the qualified 
taxpayer, that separately states the amount of directly allocable capital- 
ized labor on qualified property acquired by purchase or, in the case of 
self-constructed qualified property, from books and records of the quali- 
fied taxpayer that establish the amount of capitalized labor that is directly 
allocable to the construction of the item of qualified property. 

EXAMPLE 7: G, a qualified taxpayer, purchases a machine that is qu- 
alified properly from X for $500. The price of the machine includes $50 
in separately stated shipping charges. X collects California sales tax of 
$34 (8% of $450) from G, with the shipping charges assumed to be ex- 
empt from California sales and use tax. Upon receipt of the machine, G 
incurs an additional $50 in directly allocable capitalized labor costs to 
have G's employees install the machine in G's manufacturing facility in 
Riverside, and $25 in training costs to train G's personnel to properly op- 
erate the machine. Under these facts, only the cost of the machine upon 
which California sales tax was paid ($450), plus the directly allocable in- 
stallation costs ($50), would be treated as qualified costs. The $50 paid 
for shipping charges is not a qualified cost since no California sales tax 
was paid on such amounts, nor are the shipping charges treated as directly 
allocable capitalized labor. The $25 incurred by G in training costs is not 
a qualified cost since training costs are indirect labor costs under subsec- 
tion (c)(2) of regulation 23649-2. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
the $50 in freight charges are not separately stated and X collects $40 (8% 
of $500) in California sales tax from G. Under these facts, the cost of the 
machine, including the freight charges, upon which California sales tax 
was paid ($500), plus the directly allocable installation costs ($50), 
would be treated as qualified costs. 

EXAMPLE 3: H, a qualified taxpayer, contracts with I for $ 1 00 to have 
a machine that is qualified property modified to increase its per-unit out- 
put. Assume that the labor costs associated with the modification are ex- 
empt from California sales and use tax. Although H does not pay Califor- 
nia sales or use tax on the modificafion work, H may include in its 
qualified costs the costs of modifying the machine since the $ 1 00 is prop- 
erly treated as a capitalized labor cost that is directly allocable to the mod- 
ification of qualified property. 

EXAMPLE 4: J, a qualified taxpayer, purchases an extended warranty 
contract on qualified property. J's extended warranty contract provides 
that all unscheduled maintenance and repairs will be performed at no cost 
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by the seller or its agent. Assume that the costs of the extended warranty 
contract are exempt from California sales and use lax. Under these facts, 
the extended warranty contract is not treated as a directly allocable capi- 
talized labor cost since it is not for the construction, modification, or in- 
stallation of qualified property. As a result, the costs paid for the extended 
warranty contract are not qualified costs. 

EXAMPLES: K, a qualified taxpayer, purchases a machine that is qu- 
alified property and then uses its own employees to install and modify the 
machine, including necessary adjustments, alignments and "debugging," 
so that the machine will properly run K's assembly line. Under these 
facts, assuming that K properly capitalizes for California tax purposes its 
direct labor costs for installing and modifying the machine, then the di- 
rect labor costs are treated as directly allocable capitalized labor costs and 
are thus qualified costs. 

EXAMPLE 6: L, a qualified taxpayer, purchases a comprehensive in- 
surance policy on an item of qualified property. L may not include the 
premiums for the insurance policy as qualified costs because the insur- 
ance policy covers risk of loss, and is not a directly allocable capitalized 
labor cost that is associated with the construction, modification or instal- 
lation of qualified property. 

(e) Qualified Costs Paid or Incurred Pursuant to Binding Contracts. 
For any qualified property constructed, reconstructed, or acquired by the 
qualified taxpayer (or any person related to the qualified taxpayer within 
the meaning of Internal Revenue Code Sections 267 or 707) pursuant to 
a binding contract in existence on or prior to January 1 , 1 994, costs paid 
pursuant to that contract shall be subject to allocation under the rules in 
this subsection. 

( 1 ) Allocation of Costs Actually Paid Prior to January 7, 1994. In any 
case where a qualified taxpayer has actually paid amounts (including, 
without limitation, contractual deposits and option payments) prior to 
January 1 . 1994, under a binding contract, any such amounts shall not be 
treated as qualified costs. However, if under any binding contract a quali- 
fied taxpayer has paid amounts both before and after January 1, 1994, 
then the amounts actually paid after December 31. 1993, to the extent 
properly allocable to the construction, reconstruction, or acquisition of 
qualified property, shall be treated as qualified costs. In the case of any 
contract that was binding on January 1, 1994. under the terms of which 
a qualified taxpayer will acquire both qualified property and non-quali- 
fied property, and the qualified taxpayer has actually paid amounts both 
before and after January 1 , 1994. then the amounts paid prior to January 
1, 1994 and the amounts paid after December 31, 1993, must be allocated 
between the qualified property and the non-qualified property in propor- 
tion to the actual amounts paid prior to January 1 . 1 994. and the total con- 
tract price. 

EXAMPLE 7: On October 1, 1993, M. a qualified taxpayer, executes 
a contract to purcha.se five machines and ten computers that are qualified 
property for a total of $100 (plus applicable California sales tax). Under 
the terms of the contract. M is required to make a non-refundable $20 de- 
posit upon execution of the contract and pay the remaining $80 upon de- 
livery of the machines and computers. On May 1 . 1994, the machines and 
computers are delivered and M pays the remaining $80 due under the 
contract. Under these facts, the $20 actually paid by M in 1993 will not 
be treated as a qualified cost, but the remaining $80 paid in 1994 will be 
treated as a qualified cost. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
the computers are not qualified property because M intends to use them 
for general administrative purposes. The computers represent $20 of the 
total $100 contract price. Under these facts, since M is purchasing both 
qualified property and nonqualified property under a binding contract, 
the $20 paid prior to January 1 . 1994. and the $80 paid after December 
31, 1993, must be allocated between the machines and the computers. 
Since the cost of the machines represent 80% of the total contract price 
($80/$ 100). and $20 was actually paid prior to January 1, 1994, $16 (80% 
of $20) of the total $80 paid for the machines is treated as having been 
paid prior to January 1, 1994, and is thus not treated as a qualified cost. 



However, the remaining $64 ($80 - $ 1 6) paid for the machines is treated 
as a qualified cost. 

(2) Binding Contracts. For purposes of Regulations 23649-1 through 
23649-1 1 , inclusive, a contract shall be treated as binding where the con- 
tract is enforceable under state law against the qualified taxpayer (or any 
related party within the meaning of Internal Revenue Code Sections 267 
or 707) and the amount of potential damages (whether by an express liq- 
uidated damages provision or otherwise) for which the qualified taxpayer 
may be liable upon cancellation or breach of the contract would equal or 
exceed five percent (5%) of the total contract price. However, a contract 
to acquire a component part of a larger item of property shall only be 
treated as a binding contract to acquire such component part and shall not 
be treated as a binding contract to acquire the larger item of property un- 
der the general aile for binding contracts. For example, a written binding 
contract to acquire an engine to power a printing press would be a binding 
contract only for the engine, not for the entire prinfing press. 

EXAMPLE 7: X, a qualified taxpayer, enters into a written contract 
with Y on August 15. 1993. under which X agrees to purchase 10 ma- 
chines for $150 for delivery on December 1. 1994. Under the terms of the 
contract. X is required to make a nonrefundable deposit of $10 upon ex- 
ecution of the contract. Under these facts, since X's potential damages 
upon cancellation or breach of the contract equal or exceed 5% of the to- 
tal contract price ($10/$150. or 6.7%). X"s contract with Y is treated as 
a binding contract in existence on or prior to January 1. 1994. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1. except that 
Y is required to refund half of X's $10 deposit in the event X cancels the 
contract. Assume further that X's potential damages to Y upon breach of 
the contract are limited by a liquidated damages provision to the $5 of X' s 
deposit that Y is not required to refund to X. Under these facts. X's con- 
tract is not treated as a binding contract in existence on or prior to January 
I. 1994, since X's potential damages under the contract are less than 5% 
of the total contract price ($5/$150, or 3.3%). 

(3) Successor or Replacement Contracts. Any contract entered into on 
or after January 1 , 1 994, that is a successor or replacement contract to a 
contract that was binding prior to January 1, 1994, shall be treated as a 
binding contract in existence prior to January 1, 1994, and shall be sub- 
ject to the same rules described in this section applicable to binding con- 
tracts generally. However, if a successor or replacement contract is en- 
tered into on or after January 1 , 1 994, and the subject of the successor or 
replacement contract relates both to amounts to be paid or incurred for 
the construction, reconstrucUon, or acquisition of qualified property de- 
scribed in the original binding contract and to amounts to be paid or in- 
curred for the construction, reconstrucUon, or acquisifion of qualified 
property not described in the original binding contract, then the portion 
of those amounts described in the successor or replacement contract that 
were not described in the original binding contract shall not be treated as 
costs paid or incurred pursuant to a binding contract in existence prior to 
January 1, 1994. 

EXAMPLE r. On December 15, 1993, P, a qualified taxpayer, enters 
into a binding contract with Q to purchase three drill presses that are qual- 
ified property for a total contract price of $50. Under the terms of the con- 
tract, P makes a non-refundable $10 deposit to Q on December 20. 1993. 
On February 15, 1994, P and Q mutually agree to rescind the original 
contract and simultaneously execute a new contract under which P re- 
quests minor modifications to the specifications for the drill presses. Un- 
der the new contract, the total contract price is increased to $55 to com- 
pensate Q for Q's additional costs of modifying the specifications for the 
drill presses. Under these facts, the February 15, 1 994, contract is treated 
as a replacement contract to the December 15,1 993 , contract, and the $ 1 
deposit made by P on December 20, 1993, is not treated as a qualified 
cost. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
upon rescission of the original contract Q refunds P' s $ 1 deposit. Under 
the terms of the new contract P is legally obligated to make a non-refund- 
able deposit of $ 1 5 to within 30 days of the execution of the contract. 
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Under these tacts, the new contract is still treated as a replacement con- 
tract. Despite Q"s refund to P, $10 of the total $lfi deposit made by P un- 
der the new contract is properly treated as having been actually paid prior 
to January 1 , 1994, and will not be treated as a qualified cost. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except that 
under the new contract P agrees to purchase five drill presses instead of 
the three drill presses under the original contract. The total contract price 
for the new contract is increased to $85. Under these facts, the new con- 
tract is still treated as a replacement contract with respect to the three drill 
presses which were the subject of the original contract, and the $10 ac- 
tually paid by P prior to January 1 , 1 994, is not treated as a qualified cost. 

EXAMPLE 4: On November 1, 1993, R, a qualified taxpayer, enters 
into a binding contract with S to purchase two machines for $10 each and 
Vwc computers for $2 each, for a total contract price of $30. Assume that 
the machines are qualified property, but since R will use the computers 
in its general administrative office, the computers are not qualified prop- 
erty. Under the terms of the contract, R makes a non-refundable $10 de- 
posit to S on November 5, 1993. On March 1, 1994, R and S mutually 
agree to rescind the original contract and simultaneously execute a new 
contract under which R agrees to purchase three machines and five com- 
puters for $40. Under these facts, the March 1. 1994, contract is treated 
as a replacement contract to the November 1 , 1993, contract to the extent 
of the two machines and the five computers, but is not treated as a replace- 
ment contract as to the third machine added by the March 1, 1994, con- 
tract. The $ 1 deposit actually paid prior to January 1 , 1 994, is not treated 
as a qualified cost. However, none of this $10 deposit amount is required 
to be allocated to the third machine for purposes of allocating the total 
contract price between the qualified property and the non-qualified prop- 
erty because the March 1, 1994, contract is not treated as a binding con- 
tract under this section as to the third machine, so that the entire $ 1 cost 
of the third machine is a qualified cost. 

(4) Option Contracts. For purposes of Regulations 23649-1 through 
23649-1 1. inclusive, in any case where a qualified taxpayer (or any re- 
lated party within the meaning of Internal Revenue Code Sections 267 
or 707) had an option to acquire qualified property on or prior to January 
1 , 1 994, the option shall generally be treated as a binding contract. How- 
ever, if the option holder would be required to forfeit an amount that is 
less than ten percent (10%) of the fixed option price upon cancellation 
or non-exercise of the option, then the option shall not be treated as a 
binding contract. 

EXAMPLE 1: On May 1, 1993, F, a qualified taxpayer, pays $150 to 
G for the right to purchase G's manufacturing facility in Stockton for a 
total contract price of $900 (less the amount paid for the option) at any 
time prior to May 1 , 1 995. Under the terms of the option, the $ 1 50 is not 
refundable in the event F does not exercise its option. On January 15, 
1995, F exercises its option to purchase G's manufacturing facility and 
delivers the remaining $750 due to G under the terms of the option. Since 
the option holder would have been required to forfeit more than ten per- 
cent (10%) of the fixed option price upon cancellafion or non-exercise 
of the option, the option is treated as a binding contract and the $ 150 paid 
by F prior to January 1, 1994, is not treated as a qualified cost. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
F pays only $80 for the opdon and is not obligated to forfeit any addition- 
al monies to G in the event F chooses not to exercise the option. Under 
these facts, the option is not treated as a binding contract since the maxi- 
mum amount that F would be required to forfeit under the option contract 
is less than ten percent (10%) of the fixed option price. 

(5) Conditional Contracts. A contract shall be treated as binding not- 
withstanding the fact that the contract is subject to a condition. 

EXAMPLE: On December 1 , 1 993 , T, a qualified taxpayer, enters into 
a contract to purchase seven machines that are qualified property. The 
contract provides for a twenty percent (20%) down payment on Decem- 
ber 1, 1993, with the balance to be paid on January 30, 1994. However, 
Ts obligations under the contract are expressly conditioned upon the 
completion of T's new manufacturing facility in Compton. Despite this 



condition, the contract is treated as a binding contract in existence on or 
prior to January 1, 1994. 

NOTH: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23649, Revenue and Taxation Code. 

History 

I. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 

§ 23649-5. Qualified Property. 

(See Section 23649-0 for Table of Contents.) 

(a) In General. For purposes of Regulations 23649-1 through 23649- 

I I, inclusive, the term "qualified property" includes tangible personal 
property, whether new or used, that is defined in Internal Revenue Code 
Section 1245(a)(3)(A) and is used by a qualified taxpayer in both an ac- 
tivity that is described in Division D of the SIC Manual and primarily in 
a qualified activity. The term "qualified property" also includes certain 
"off-the-shelf computer software that is used by a qualified taxpayer 
primarily in a qualified activity, any special purpose building or founda- 
tion, or portion thereof, that is primarily used by any qualified taxpayer 
in a qualified activity that is described in SIC Codes 3571-3579. inclu- 
sive (computer and office equipment), SIC Codes 367 1-3679, inclusive 
(electronic components and accessories), an activity related to biotech- 
nology described in SIC Code 873 1 (commercial physical and biological 
research), a biopharmaceutical activity described in SIC Codes 
2833-2836, inclusive (drugs), those activities related to space vehicles 
and parts described in SIC Codes 3761-3769, inclusive, those activities 
related to space satellites and communications satellites and equipment 
described in SIC Codes 3663 and 3812 (but only with respect to "quali- 
fied property" that is placed in service on or after January 1, 1996), or 
those activities related to semiconductor equipment manufacturing de- 
scribed in SIC Code 3559 (but only with respect to "qualified property" 
that is placed in service on or after January 1, 1997), or property de- 
scribed in subsection (f) of this regulation. The term "qualified property" 
does not include certain types of property described in subsection (d) of 
this regulation. The basis of any qualified property for which the MIC is 
claimed is not required to be reduced by the amount of any MIC claimed. 

(b) General Requirements for Qualified Property. Except as provided 
in subsecfions (c) or (0 of this regulation, in order for property to be 
treated as qualified property, the property must satisfy each of the re- 
quirements of this subsection of this regulation. 

( 1 ) Tangible Personal Property. Except for any "off-the-shelf com- 
puter software upon which California sales or use tax has been paid and 
except for property described in subsection (f) of this regulation, property 
must be tangible personal property. For purposes of this section, the term 
"tangible personal property" means any tangible property except land 
and improvements thereto, such as buildings or other inherently perma- 
nent structures (including items which are structural components of such 
buildings or structures). Tangible personal property includes all property 
(other than structural components) which is contained in or attached to 
a building. Thus, for example, production machinery, printing presses, 
and testing equipment which is contained in or attached to a building is 
tangible personal property. Furthermore, all property which is in the na- 
ture of machinery (other than structural components of a building or other 
inherently permanent structures) shall be considered tangible personal 
property even though located outside a building. The determination of 
whether property will be treated as an inherently permanent structure 
shall be made under Internal Revenue Code Section 1 245(a), so that gen- 
erally property will be treated as an inherently permanent structure (and 
thus not tangible personal property) if the property is either intended to 
be or is in fact affixed permanently, and is either incapable of being 
moved or, if movable, would suffer a significant degree of damage upon 
its removal. Local law, including state, county, city, or regional, shall not 
be controlling for purposes of determining whether property is or is not 
"tangible" or "personal," so that the fact that under local law property is 
held to be personal property or tangible property shall not affect the deter- 
mination of whether such property is tangible personal property for pur- 
poses of the MIC. 
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EXAMPLE 7: B, a qualified taxpayer, manufactures heavy tractors in 
a manufacturing plant located in Tustin. B decides to upgrade its assem- 
bly line by installing a heavy duty overhead crane which will be perma- 
nently affixed to the building stmcture. Prior to installing the crane B 
constructs steel columns that extend from the crane's girder to the roof 
of the building. Under these facts, while the steel columns may be treated 
as "'other tangible property" under Internal Revenue Code Section 
1245(a)(3)(B). the steel columns are not tangible personal property and 
thus are not qualified property. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1. except in- 
stead consider the heavy duty overhead crane. The crane moves back and 
forth along the assembly line on craneway tracks that are permanently 
bolted to the building's ceiling beams and is hard- wired to the building's 
electrical system. Despite its permanent affixation to the building, the 
crane is an item of tangible personal property. 

(2) Section 1245(a) Property. Property must be defined in Internal 
Revenue Code Section 1245(a). However, since property must also be 
tangible personal property under subsection (b)(1) of this regulation, 
then, except for any "off-the-shelf computer software upon which Cali- 
fornia sales or use tax has been paid and except for property described in 
subsection (f) of this regulation, only personal property described in In- 
ternal Revenue Code Secfion 1245(a)(3)(A) will be treated as qualified 
property for purposes of the MIC. Except as provided in the previous sen- 
tence, other tangible property that is described in Internal Revenue Code 
Sections 1 245(a)(3)(B) through (F) is not "personal" property and is thus 
not qualified property under Revenue and Taxation Code Secfion 23649. 

EXAMPLE /: F. a qualified taxpayer, manufactures railroad cars. F 
constructs a building which is open at both ends through which a length 
of track travels to move the cars during several steps in the manufacturing 
process. Since the building is not tangible personal property defined in 
Internal Revenue Code Secfion 1245(a)(3)(A). it would not be treated as 
qualified property. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 . but in addi- 
tion, F constructs and installs machinery in the building to facilitate the 
assembly of the railroad cars. Although the machinery is permanently in- 
stalled in the building, it is not a structural component of the building and 
can be removed without dismantling the building. As a result, the ma- 
chinery is tangible personal property that is defined in Internal Revenue 
Code Section 1245(a)(3)(A). 

(3) Used in an Activity Described in Division D of the SIC Manual. 
Property must be used in an activity that is described in Division D of the 
SIC Manual. Generally, this requirement will be safisfied if the taxpayer 
is using the property, in the same acfivity that made the taxpayer a quali- 
fied taxpayer under Regulafion 23649-3. Thus, for example, if a taxpay- 
er that is engaged in manufacturing electromedical equipment (SIC Code 
3845) is treated as a qualified taxpayer under Regulafion 23649-3, and 
the qualified taxpayer purchases tangible personal property that is de- 
fined in Internal Revenue Code Secfion 1245(a)(3)(A) for use in its elec- 
tromedical equipment manufacturing acfivity, the requirement that the 
property be used in an activity described in Division D of the SIC Manual 
would be safisfied. In addifion, in the case of a qualified taxpayer that is 
engaged in two or more acfivifies that are properly classified under Divi- 
sion D of the SIC Manual, the use of property in any of such Division D 
acfivities will safisfy this requirement that property be used in an activity 
described in Division D of the SIC Manual. 

(4) Primarily Used in a Qualified Activity. Property must be primarily 
used in a qualified acfivity. 

EXAMPLE 7: B, a qualified taxpayer, manufactures trucks and auto- 
mobiles in San Diego. B constructs a compressor for use in B's assembly 
line. The compressor is used for 500 hours in the assembly line, which 
is part of B's qualified activity, and for 250 hours in B's warehouse, 
which is part of B's non-qualified activity. Since B used the compressor 
in B's qualified acfivity for more than 50 percent of the fime the compres- 
sor was actually in use during the 1 2-month period following the date the 



compressor was placed in service in California by B (500 hours/750 
hours, or 66.7%), the compressor is primarily used in a qualified activity. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except B in- 
stead uses the compressor for 500 hours in the non-qualified activity and 
250 hours in the qualified activity. Under these facts, the compressor is 
not primarily used in a qualified activity since the compressor was used 
less than 50 percent of the time during the 12- month period following 
the date the compressor was placed in service in California by B in a qual- 
ified activity (250 hours/750 hours, or 33.3%). 

EXAMPLES: Assume the same facts as in EXAMPLE 1 , except B uses 
the compressor for a total of 100 days during the 12-month period fol- 
lowing the date the compressor was placed in service in California by B. 
During each of those 1 00 days, B uses the compressor for four hours in 
the qualified activity and six hours in the non-qualified acfivity. Al- 
though B is using the compressor in the qualified activity during each of 
the 100 days that it is actually in operation, the compressor is not primari- 
ly used in a qualified activity because the total number of hours the com- 
pressor is used in a qualified activity is less than 50 percent of the total 
hours of operation of the compressor during the 1 2-month period follow- 
ing the date the compressor was placed in service in California by B. 

EXAMPLE 4: C, a qualified taxpayer, manufactures telephone equip- 
ment in San Jose. C purchases ten personal computers to be used in the 
company offices. The computers are to be used in part for administration 
and management, a non-qualified activity, but are also used for the track- 
ing of assembly line operations by direcfiy monitoring the performance, 
safety, and production of the assembly line, a qualified acfivity. As long 
as the computers are used at least 50 percent of the fime in the qualified 
acfivity during the 12-month period following the date the compressor 
was placed in service in California by C, then C shall be treated as primar- 
ily using the computers in a qualified acfivity. 

EXAMPLE 5: R, a qualified taxpayer, manufactures light bulbs from 
raw materials such as glass, tungsten, aluminum, copper and paper. R ini- 
fially receives the raw materials at its warehouse in North Hollywood, 
and then, when needed, transports them using its own trucks to R's man- 
ufacturing plant in Burbank. Upon delivery to the manufacturing plant, 
the raw materials are placed in a receiving area where they are then 
moved via forklift to their respecfive areas in the plant for introduction 
into the process of manufacturing the light bulbs. Under these facts, R's 
qualified property does not include the trucks used to transport the raw 
materials from the warehouse to the manufacturing plant since the raw 
materials have not been introduced into R' s manufacturing "process" un- 
til the raw materials have been delivered to the manufacturing plant. 
However, the forklift would be qualified property since once the raw ma- 
terials are received at the same premises where R's manufacturing activ- 
ity is being conducted, the movement of the raw materials via forklift is 
treated as part of R's manufacturing process. 

EXAMPLE 6: Q, a qualified taxpayer, is an integrated oil producer that 
refines petroleum products. Q owns the wells from which the oil is ex- 
tracted and, after extracting the oil from the ground, Q then pumps the oil, 
via pipeline, to its refinery located several miles from the well sites. The 
pipeline traverses other property for which Q has easements but does not 
own. Once the oil reaches the refinery, it is immediately introduced into 
Q' s refining process. Q may not include as qualified property the oil wells 
or the pipelines because these are not used as part of the refining process. 

EXAMPLE 7: T. a qualified taxpayer, manufactures copper "romex" 
wire in Santa Ana. As part of T's manufacturing process, T purchases a 
machine to process the copper wire by coafing it with white or black insu- 
lafion prior to wrapping the wire in white plasfic insulafion. T's machine 
applies the materials and labor necessary to modify or change the charac- 
teristics of the copper wire. T's machine is used in "processing" the "ro- 
mex" wire and thus would be qualified property. 

EXAMPLE 8: Assume the same facts as in EXAMPLE 7, except that 
T also uses the machine to coat its maihng labels for shipment of the wire. 
Assume that the processing of the copper "romex" wire is complete upon 
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its being wrapped in tlic white plastic insulation, and that the number of 
hours the machine is used during the 1 2- month period following the date 
the machine was placed in service in California by T for the "processing" 
of the wire is less than 50 percent of the machine's total use during such 
period. Under these facts, the machine is no longer primarily used for 
"processing." a qualified activity, but is instead primarily used to coat the 
mailing labels, a nonqualified activity, so that the machine is not quali- 
fied property. 

EXAMPLE 9: C. a qualified taxpayer, manufactures cameras in Milpi- 
tas. The employees of C fabricate and assemble shelving to be used to 
store the manufactured cameras following completion of C"s manufac- 
turing process. Assume that the costs of fabricating the shelving, includ- 
ing the labor costs, are properly capitalized by C. Although C has "fabri- 
cated" the shelving, the shelving is not qualified property since it is not 
used in C"s manufacturing process, which is a qualified activity, but is 
rather used for storage, which is a non-qualified activity. 

EXAMPLE 10: J, a qualified taxpayer, manufactures aquariums in 
Whittier. As part of J's manufacturing process, J uses specialized equip- 
ment which recycles used styrofoam packing material by converting it 
into plastic parts that J then uses in manufacturing the aquariums. The 
specialized recycling equipment is primarily used in recycling, a quali- 
fied activity, so that it is treated as qualified property. 

EXAMPLE 11: Assume the same facts as in EXAMPLE 1 0, except that 
J does not use postconsumer waste, but instead converts its own man- 
ufacturing waste (generated by the construction of plastic aquarium 
parts) into finished aquarium parts. J may include as qualified property 
the equipment used to convert the waste resulting from J"s manufacturing 
process into the aquarium parts. 

EXAMPLE 12: V. a qualified taxpayer, manufactures explosives in 
Barstow. V's research team attempts through research and experimenta- 
tion to create a new process for making explosives that can be more easily 
detected by standard metal detectors. Due to the high danger associated 
with testing and manufacturing the explosives, V constructs an explosion 
containment chamber to both conduct the research and to insert fuses into 
the explosives being manufactured by V. Assume that during the 
12-month period following the date the explosion containment chamber 
was placed in service in California by V that it was used 60% of the time 
to conduct research, and 40% of the time to insert the fuses into the man- 
ufactured explosives. Assuming the explosion containment chamber is 
tangible personal property defined in Internal Revenue Code Section 
1245(a)(3)(A), and assuming V's research is described in Internal Reve- 
nue Code Section 174 or the regulations thereunder, V may treat the ex- 
plosion containment chamber as qualified property. 

EXAMPLE 13: W, a qualified taxpayer, manufactures engines for pro- 
peller airplanes in Long Beach. W constructs two engine test stands. The 
first engine test stand is used to evaluate design enhancements to the en- 
gines manufactured by W. Assuming this first engine test stand is tangi- 
ble personal property that is defined in Internal Revenue Code Section 
1245(a)(3)(A). and assuming W's research activity is described in Inter- 
nal Revenue Code Section 1 74 or the regulations thereunder, W may treat 
the first engine test stand as qualified property because it is used in re- 
search and development. The second test stand is used to evaluate and 
test assembled engines prior to their shipment to customers. Assuming 
this second test stand is tangible personal property that is defined in Inter- 
nal Revenue Code Section 1 245(a)(3)(A), W may treat the second engine 
test stand as qualified property because it is used as part of W's manufac- 
turing process. 

EXAMPLE 14: X, a qualified taxpayer, manufactures garden and lawn 
fertilizer products in Areata. One of the byproducts of X's manufacturing 
process is a large volume of highly alkaline water. This water is consid- 
ered waste water by the local water quality control agency that has juris- 
diction over the discharge of waste water. To comply with the local waste 
water discharge standards, which are assumed for purposes of this exam- 
ple to exceed any applicable federal standards, X purchases equipment 
to reduce the alkalinity of the waste water so that it can be first reused in 



X's manufacturing process and then treated for discharge into local e\ ap- 
orative ponds. Since the waste water treatment equipment treats the 
waste water to meet or exceed the local agency's standards. X may in- 
clude as qualified property the equipment purchased for treating the 
waste water since it is used in pollution control, a qualified acti\it\. 

EXAMPLE 15: E, a qualified taxpayer, manufactures metal barrels and 
drums in Richmond. E purchases an electric welder which is qualified 
property and a portable diagnostic computer for regular and/or non-reg- 
ular testing of the welder. E may include as qualified properly the diag- 
nostic computer since it is used primarily to maintain, repair, measure, 
or test the welder. 

EXAMPLE 16: F, a qualified taxpayer, manufactures aluminum die- 
casting equipment in Bakersfield. F purchases a laser micrometer mea- 
suring device to periodically check the alignment of extruders which are 
assumed to be qualified property. F may include as qualified property the 
laser micrometer measuring device since it is used primarily to measure 
the extruding equipment. 

EXAMPLE 17: G, n qualified taxpayer, manufactures motor vehicle 
parts in Van Nuys. G purchases a specialized wrench set to be used pri- 
marily for repair of G's specialized extruding press that is used by G in 
its manufacturing process. Since G uses the wrench set primarily on qual- 
ified property, G may include the wrench set as qualified property. 

EXAMPLE 18: H, a qualified taxpayer, manufactures elevators in 
Hayward. H purchases a standard electronic multi-tester. During the 
12-month period following the date the electronic multi-tester was 
placed in service in California by H, the multi-tester is used 30 percent 
of the time to test electrical equipment which is qualified property, and 
the remainder of the time H uses the multi-tester to test the electrical sys- 
tem of its fleet of vehicles which are used by senior management person- 
nel. Under these facts, assuming that the vehicles are not qualified prop- 
erty, H may not include as qualified property the multi-tester since it is 
not primarily used for the testing of qualified property. 

(c) Special Purpose Buildings and Eoundations. In the case of any qu- 
alified taxpayer that is engaged in a manufacturing activity described in 
SIC Codes 3571-3579, inclusive (computer and office equipment). SIC 
Codes 3671-3679, inclusive (electronic components and accessories), 
an acfivity related to biotechnology described in SIC Code 8731 (com- 
mercial physical and biological research), a biopharmaceutical activity 
described in SIC Codes 2833-2836, inclusive (drugs), those activities re- 
lated to space vehicles and parts described in SIC Codes 3761-3769, in- 
clusive, those acfivities related to space satellites and communications 
satellites and equipment described in SIC Codes 3663 and 38 1 2 (but only 
with respect to "qualified property" that is placed in service on or after 
January 1 , 1 996), or those activities related to semiconductor equipment 
manufacturing described in SIC Code 3559 (but only with respect to "qu- 
alified property" that is placed in service on or after January 1 , 1 997), qu- 
alified properly also includes special purpose buildings and foundations, 
or any portion thereof, that are used in any of the above-described SIC 
Code activities and which satisfy the other requirements of this subsec- 
tion of this regulation. 

( 1 ) Defined. For purposes of this regulation, the term "special purpose 
building and foundation" shall mean an entire building, or any portion of 
any building, and the foundadon immediately underlying such building, 
or any portion of such foundation, that is specifically designed and con- 
structed or reconstructed for the installation, operation, and use of specif- 
ic machinery and equipment with a special purpose, which machinery 
and equipment, after installation, will become affixed to or a fixture of 
the real property, and the construction or reconstruction of which is spe- 
cifically designed and used exclusively for the qualified purpose. A 
building shall be treated as specifically designed and con.slructed or mo- 
dified for a qualified purpose if it is not economic to design and construct 
the building for the intended purpose and thereafter use the building for 
a different purpose. 

(2) Exclusive Use for a Qualified Purpose. A special purpose building 
will be treated as being used exclusively for a qualified purpose only if 
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its use does not include a use for which it was not specifically designed 
and constructed or modified. Incidental use for a non-qualified purpose 
is permissible. Incidental use means a use which is both related and sub- 
ordinate to the qualified purpose. For purposes of this regulation, it will 
be conclusively presumed that a use is not subordinate if more than one- 
third of the total usable volume of the building is devoted to a use which 
is not a qualified purpose. In the event an entire building does not qualify 
as a special purpose building, a qualified taxpayer may establish that a 
portion of a building, and the foundation immediately underlying such 
portion, qualifies for treatment as a special purpose building and founda- 
tion if such portion satisfies all of the definitional provisions of Revenue 
and Taxation Code Section 23649 and this subsection of this regulation. 
To the extent that a building is not a special purpose building as defined 
in this regulation, but a portion of the building qualifies for treatment as 
a special purpose building, then all equipment which exclusively sup- 
ports the qualified purpose occurring within that portion and which 
would qualify as Internal Revenue Code Section 1245(a)(3)(A) property 
if it were not a fixture or affixed to the building shall be treated as a cost 
of the portion of the building which qualifies for treatment as a special 
purpose building. 

(3 ) ProperT}' Which is not a Special Purpose Building and Foundation. 
Buildings and foundations which do not meet the definition of a special 
purpose building and foundation include, but are not limited to: 

A. buildings designed and constructed or reconstructed principally to 
function as a general purpose manufacturing, industrial, or commercial 
building; 

B. research facilities that are used primarily prior to and after, or prior 
to or after, the manufacturing process; or 

C. storage facilities that are used primarily prior to and after, or prior 
to or after, completion of the manufacturing process. 

(4) Research Facilities. A research facility shall not be considered to 
be primarily used prior to and after, or prior to or after, completion of the 
manufacturing process if its purpose and use relate exclusively to the de- 
velopment and regulatory approval of the manufacturing process for spe- 
cific biopharmaceutical products. A research facility which is used pri- 
marily in connection with the discovery of an organism from which a 
biopharmaceutical product or process is developed does not meet the re- 
quirements of Revenue and Taxation Code Section 23649 and the pre- 
ceding sentence and is not to be considered used in the manufacturing 
process. 

EXAMPLE 7: K, a qualified taxpayer, manufactures medicinal anti- 
septics (SIC Code 2834) in Fairfield. K constructs a 5,000 square foot 
"clean room" for the purpose of manufacturing sterile antiseptics, a prod- 
uct that requires, under applicable federal Food and Drug Administration 
criteria, absolute sterility and controlled humidity in the manufacturing 
environment. The "clean room" is not economic to design for any pur- 
pose other than manufacturing medicinal antiseptics. While the clean 
room and its foundation appear to satisfy the definition of a special pur- 
pose building and foundation, K may not include as qualified property 
the clean room and its foundation because K, while in a line of business 
described in SIC Codes 2830-2836, inclusive, is not a biopharmaceutical 
establishment. If, however, the antiseptic is a biopharmaceutical product, 
then the special purpose building and foundation may be qualified prop- 
erty. 

EXAMPLE 2: L, a qualified taxpayer, owns a 40.000 square foot ware- 
house facility in Santa Clara. L modifies part of the facility to manufac- 
ture computer microprocessors, which is an activity described in SIC 
Code 3674. A portion of this microprocessor manufacturing is to be done 
in a "clean room" since the microprocessors must be manufactured with 
specialized equipment which is sensitive to air, humidity and pollutants 
in order to ensure the economic value of the microprocessors. Although 
the entire 40.000 square foot building is not a special purpose building, 
the portion of the building which is used as the "clean room" and the cost 
of its ancillary support equipment is treated as a special purpose building 



under this regulation because the equipment used therein has a special 
purpose which can only be achieved in the "clean room." 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except the 
"clean room" is used merely for long-term storage of the finished prod- 
uct where a controlled environment will greatly extend the shelf life of 
the product. The "clean room" is not being used in the manufacturing 
process since it only serves a storage function and thus the "clean room" 
is not treated as a special purpose building. 

EXAMPLE 4: M. a qualified taxpayer, manufactures typewriters (SIC 
Code 3579) in Chatsworth. M specially designs and constructs a building 
for the purpose of housing and supporting a high-powered, high-speed 
hydraulic press for the production of precision carriages. It is not eco- 
nomic to design the building for any other purpose. The building requires 
heavily reinforced foundational pilings with strategically located floor 
pylons for anchoring the press. In addition, the walls and ceiling of the 
building have many integral permanent features to accept the si/.e, shape, 
plumbing, and electrical needs of the press. Even though the building 
may be viewed as "specifically designed and constructed for a qualified 
purpose," it would not be treated as a special purpose building because 
the equipment has no "special purpose" and the building is merely a gen- 
eral purpose manufacturing building. 

EXAMPLES: N is solely engaged in performing commercial research 
and development for biotech companies (SIC Code 8731) in Palo Alto. 
N constructs a special purpose building for the purpose of conducting its 
commercial research and development activities. Although the building 
may otherwise be a special purpose building, N may not claim the MIC 
because N is not a qualified taxpayer under Regulation 23649-3. 

EXAMPLE 6: P, a qualified taxpayer, is engaged in two lines of busi- 
ness: manufacturing computer terminals (SIC Code 3575) and perform- 
ing commercial research and development for biotech companies (SIC 
Code 8731). P constructs a special purpose building for the exclusive 
purpose of conducting research in connection with its commercial re- 
search and development activity for biotech companies. The special pur- 
pose building and foundation would be qualified property even though 
P is only conducting research in the building. However, if P instead uses 
the research building in connection with its manufacturing activity, the 
building is no longer qualified property since the use of the building is 
now a part of a research facility used prior to and after, or prior to or after, 
the manufacturing process, and thus is used for a non- qualified purpose 
under this regulation. 

EXAMPLE 7: Assume the same facts as in EXAMPLE 6. except that 
P is also engaged in manufacturing a new type of blank computer soft- 
ware disks (SIC Code 3695) that require an environment that only the 
highest level of "clean rooms" can provide, and that P constructs such a 
"clean room" for the sole purpose of manufacturing the disks. Although 
P is a qualified taxpayer that may claim the MIC with respect to certain 
special purpose buildings and foundations, and notwithstanding the fact 
that the "clean room" otherwise meets the definition of a "special purpose 
building and foundation," P's "clean room" that is used to manufacture 
the blank disks does not qualify as a special purpose building and founda- 
tion for purposes of the MIC because the activity being conducted in the 
"clean room" is properly classified under SIC Code 3695. which is not 
one of those SIC Code activities that entitles a qualified taxpayer to the 
MIC for their special purpose buildings and foundations. 

(d) Specifically Excluded Property. Notwithstanding subsecUons (b), 
(c), (e) or (f) of this regulation, qualified property does not include any 
of the following: 

(1) Furniture. Any item of furniture, regardless of how used or where 
located. 

(2) Facilities Used for Warehousing Purposes. Any property used for 
warehousing purposes after completion of the manufacturing process. 
Thus, for example, a manufacturer of engine components that stores its 
finished products in a separate warehouse building prior to shipment and 
thereafter uses forklifts and other heavy equipment to move the inventory 
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Viithin the warehouse building shall not treat the forklifts and other heavy 
equipment as qualified property. 

(3) Inventory. Any property that is properly treated as inventory of the 
qualified taxpayer. For this purpose, the term "inventory" includes any 
property which is required to be included in the qualified taxpayer's in- 
ventory under Internal Revenue Code Section 263A or that is described 
in Internal Revenue Code Section 1221(1). 

(4) Kc/nipnwnl Used in the Extraction Process. Any equipment used 
in the extraction process. Thus, for example, drill bits, rigging, and 
pumps used in wells and mines to extract oil, water or minerals shall not 
be treated as qualified property since this is equipment used in the extrac- 
tion process. 

{5) Equipment Used to Store Finished Products. Any equipment used 
to store finished products that have completed the manufacturing pro- 
cess. Thus, for example, if a qualified taxpayer primarily uses a forklift 
in the finished goods portion of its manufacturing plant to transport fin- 
ished products to its loading dock for shipping to customers, the forklift 
would not be qualified property. On the other hand, if the forklift was pri- 
marily used to transport raw materials to the assembly line and was occa- 
sionally used to transport finished products to the loading dock for ship- 
ment to customers, the forklift would be treated as qualified property. 

(6) Tan^iible Personal Property Used in Administration, General 
Management, or Marketing. Any tangible personal property that is used 
in administration, general management, or marketing. For this purpose, 
an item of property that is used both in a qualified activity and for admin- 
istration, general management, or marketing, shall be treated as qualified 
property only if the item is primarily used in a qualified activity. Howev- 
er, property primarily used to clean and maintain the factory floor and fire 
safety equipment primarily used on the factory floor are not considered 
tangible personal property used in administration, general management, 
or marketing. 

(7) Property' for Which the California Low-Emission Vehicle Credit 
is Claimed. Any property for which the qualified taxpayer has claimed 
the low-emission vehicle credit provided in Revenue and Taxation Code 
Sections 17052.11 and 23603. 

(e) Movement of Used Property Into This State. In any case where 
property is moved from another state or country into this state by a quali- 
fied taxpayer or by a lessor who intends to lease such property to a quali- 
fied taxpayer, the property may generally be treated as qualified property 
for purposes of the MIC if it satisfies the other requirements of this regu- 
lation. Thus, for example, if an item of property is acquired and placed 
in service in Nevada in 1 994, and thereafter the item of property is moved 
into this state for use in a qualified activity (as defined in Regulation 
23649-5 (b)), the property may generally be treated as qualified proper- 
ty. However, in the case of any such moved property, a qualified taxpayer 
or lessor must still satisfy the requirements of Regulation 23649^ (relat- 
ing to qualified costs and payment of California sales or use tax) in order 
to claim the MIC. 

(0 Property Used to Refine Reformulated or Oxygenated Gasoline. In 
the case of any qualified taxpayer engaged in refining activities property 
classified in SIC Code 29 11 , "qualified property" also includes other tan- 
gible property that is defined in Section 1245(a)(3)(B) of the Internal 
Revenue Code and that satisfies each of the following requirements: 

(A) is used in that line of business properly classified in SIC Code 
2911; 

(B) is primarily used in refining; and 

(C) is used to produce "reformulated gasoline" or "oxygenated gaso- 
line", as defined in and pursuant to the requirements imposed by Section 
219 of Public Law 101-549, relating to certain amendments to Section 
21 1 of the federal Clean Air Act, and, on or after March 1, 1996, is used 
principally to produce gasoline that meets the California Air Resources 
Board standards set forth in Title 13, Division 3, Chapter 5, Article 1, 
Subarticle 2, California Code of Regulations (as in effect on February 1, 
1996). 

NOTI-: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23649, Revenue and Taxation Code. 



History 

1. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 

2. Change without regulatory effect amending subsections (a) and (c) filed 
8- 14-97 pursuant to section 100, title l.CaliromiaCodeof Regulations (Regis- 
ter 97. No. 33). 

§ 23649-6. Leasing. 

(See Section 23649-0 for Table of Contents.) 

(a) In General. For purposes of Regulations 23649-1 through 23649- 
1 1, inclusive, in the case of any leasing transaction in which qualified 
property is leased by a qualified taxpayer, the rules of this regulation shall 
apply. Generally, the lessor must pay California sales lax on the lessor's 
acquisition of the qualified property in order for the lessee to claim the 
credit for that item of qualified property. Conversely, the lessee cannot 
claim the MIC for an item of property where the lessor acquired the quali- 
fied property without paying California sales or use tax and the lessor in- 
stead collects use tax payments from the lessee measured by the lessee's 
rental payments to the lessor. The determination of whether the rules in 
subsection (b) or subsection (c) of this regulation apply shall be made by 
reference to the sales and use tax treatment of the lease, rather than the 
income tax treatment of the lease. Thus, for example, a lease of qualified 
property that would be treated as a finance lease under income tax princi- 
ples may still be treated as an operating lease under this regulation. In ad- 
dition, under California sales and use tax law. a transaction denominated 
as a lease will instead be treated as a sale under a security agreement if 
the lease contains a nominal option price. For this purpose, California 
sales and use tax law generally treats the option price as nominal if it does 
not exceed the lesser of $100 or 1 percent of the total contract price. 

EXAMPLE 1: X, a leasing company, agrees to lease qualified property 
to Y, a qualified taxpayer, for use in Y's manufacturing facility in Garden 
Grove. Under the terms of the lease, X will lease the property to Y for 
$100 per year for a term of 10 years. Upon the expiration of the 10-year 
lease term, Y has an option to acquire the property for $1. Under these 
facts, the "lease" would be properly treated as a sale under a security 
agreement from its inception and not as a lease under Revenue and Taxa- 
tion Code Section 6006.3 and California State Board of Equalization 
Regulation 1660(a)(2)(A), Title 18, California Code of Regulations so 
that the rules of subsection (c) of this regulafion would apply. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
Y's option price is $1 25, or 12.5% of the total contract price. Under these 
facts, notwithstanding that the "lease" may be treated as a finance lease 
(and thus as a "purchase") for California franchise and income tax pur- 
poses, under California sales and use tax law the "lease" would generally 
be treated as a lease and the rules of subsection (b) of this regulafion 
would apply. 

( 1 ) Lessor Not Entitled to MIC. A lessor of qualified property is never 
entitled to claim the MIC with respect to any item of qualified property 
it leases to another party, regardless of whether the lessor is otherwise a 
qualified taxpayer. 

(2) Binding Contract Rules Applicable to Leases. In the case of any qu- 
alified property leased pursuant to any agreement or contract that is 
treated as a binding contract under the rules of subsection (e) of Regula- 
tion 23649-4, the allocaUon rules of subsection (e) of Regulation 
23649-4 shall apply in determining the amount of the qualified cost to 
the lessor upon which the lessee is entitled to claim the MIC. For this pur- 
pose, if a lessor acquires qualified property under the terms of a contract 
that is treated as a binding contract with respect to the lessee (or a party 
related to the lessee within the meaning of Internal Revenue Code Sec- 
tions 267 or 3 1 8), then any payments or reimbursements made by the les- 
sor, directly or indirectly in the form of a reduction in the amount of lease 
rental payments to be paid by the lessee under the lease, upon or as a result 
of the lessor's assumpfion of the lessee's obligations under the binding 
contract, shall be treated in the same manner as if the lessor had not as- 
sumed the lessee's obligations under the contract. Finally, in any case 
where a lessor has acquired property prior to January 1 , 1994. and there- 
after leases such property, the qualified cost to the lessor upon which the 
lessee would be enfitled to claim the MIC would generally be zero (as- 
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suming the lessor has not paid otherwise qualified costs after January 1 , 
1 994, to improve or otherwise modify the leased property, in which case 
the lessor would have qualified costs to the limited extent of such 
post- 1993 amounts that were paid). 

EXAMPLE 7: D, a qualified taxpayer, is engaged in the business of 
manufacturing medical and surgical instruments and apparatus in Sacra- 
mento. On September 20. 1 993, D enters into a contract with X to acquire 
3 machines that are qualified property for a total contract price of $900. 
Under the terms of the contract, D makes a non-refundable deposit to X 
of $150 upon execution of the contract, with an additional $150 due on 
July 1, 1994, and the final payment of $600 payable upon delivery of the 
machines on Febmary 15, 1995. Assume that this contract is treated as 
a binding contract under subsection (e) of Regulation 23649-4. On Janu- 
ary 15,1 995, D decides that it would prefer to instead lease the machines, 
so D enters into a contract with L, an equipment leasing company, under 
which L will (i) assume D"s obligations under D's contract with X, (ii) 
lease the qualified property to D for a term of 10 years, and (iii) refund 
to D the $300 in payments that D has previously made to X. Assume that 
L will pay California sales tax on its purchase of the qualified property 
from X. Under these facts. L will be treated as having $750 in qualified 
costs for which D will be entitled to claim the MIC, which is the total 
amount treated as paid by L after January 1 , 1 994 ($600 paid directly by 
L to X under X"s contract with D, plus $150 paid by L to D as reimburse- 
ment for D's payment on July 1, 1994, but excluding the $150 paid by 
D to X prior to January 1, 1994). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 . except that 
instead of L agreeing to refund the $300 in payments that D has previous- 
ly made to X, L instead reduces the amount of the rental payments to be 
due from D under the lease. Under these facts, the result is the same as 
in EXAMPLE 1 . 

(3 ) Special Rule Applicable to All Leasing Transactions — "Placed in 
Serx'ice". In the case of any leasing transaction, the requirement that qu- 
alified property must be placed in service in California in order for a qual- 
ified taxpayer to claim the MIC shall be treated as having been satisfied 
at the time when all the terms and conditions of the lease contract have 
been completed so that the lessee has an unconditional obligation to pay 
all rents due under the contract to the lessor of the qualified property. 
However, notwithstanding the preceding sentence, the requirements of 
subsecfion (b)(3) of Regulation 23649-5 that property be used in an ac- 
tivity described in Division D of the SIC Manual and subsection (b)(4) 
of Regulation 23649-5 that property be primarily used in a qualified ac- 
tivity must still be satisfied in order for a lessee to claim the MIC. 

EXAMPLE: On July 1, 1995, A, a qualified taxpayer, enters into a con- 
tract to lease a printing press from B, an equipment leasing company, for 
use in A's manufacturing facility in Roseville. Under the terms of the 
lease contract, A's rental obligations commence at the beginning of the 
month following the date that A provides B with a written statement that 
the printing press has been received from C, the original manufacturer of 
the printing press, and that the printing press has been installed and is in 
good working order (e.g., A provides a Certificate of Acceptance to B). 
On January 15, 1996, A executes and delivers the required written state- 
ment to B. Under these facts, A is treated as having satisfied the "placed 
in service" requirement as of February 1. 1996. and. assuming all other 
requirements of Revenue and Taxation Code Section 23649 have been 
satisfied, A is entided to claim the MIC. 

(b) Operating Leases. In the case of any lease that is not treated as a 
sale under Part 1 (commencing with Section 6001) of Division 2 of the 
Revenue and Taxation Code (relating to the payment and collection of 
California sales and use tax), the rules set forth in this subsection of this 
regulation shall apply. Any lease subject to the rules of this subsection 
of this regulation shall be referred to in this regulation as an "operating 
lease." 

(1) In General. Under Revenue and Taxation Code Section 
6006(g)(5), a lease of tangible personal property is generally treated as 
a sale for California sales and use tax purposes, unless the tangible per- 



sonal property is leased in substantially the same form as acquired by the 
lessor or leased in substantially the same form as acquired by the transfer- 
or and the lessor or transferor has paid sales tax reimbursement or has 
paid use tax measured by the purchase price of the property. 

EXAMPLE: L, a taxpayer engaged in the equipment leasing business, 
purchases 20 machine tools for $10 from P, a retailer of machine tools 
located in Merced. L intends to immediately lease the machine tools, 
without modification, to X. a qualified taxpayer engaged in the business 
of manufacturing ferrous and nonferrous metal doors and door frames in 
Visalia, for a term of 1 years. L pays California sales tax on its purchase 
of the machine tools, and then leases the machine tools to X. Assume that 
X does not have an option to purchase the machine tools upon the expira- 
don of the lease term. Since L has paid California sales tax on its purchase 
of the machine tools and then leased the property in substantially the 
same form as acquired, L's lease to X is not treated as a sale under Reve- 
nue and Taxation Code Secfion 6006(g)(5) and the rules of this subsec- 
tion of this regulation apply. 

(2) Applicable Requirements. In the case of an operating lease, the fol- 
lowing requirements must be satisfied in order for the lessee to claim the 
MIC^ 

A. Lessee Must Be a Qualified Taxpayer. The requirement under Reg- 
ulation 23649-3 that the user of the qualified property must be a qualified 
taxpayer shall be applied to the lessee and not to the lessor. 

B. Use of Property in a Qualified Activity'. The requirement under sub- 
section (b)(4) of RegulaUon 23649-5 that property be used in a qualified 
activity in order to be treated as qualified property shall be applied to the 
lessee and not the lessor with respect to the property that is the subject of 
an operating lease. 

C. Sales or Use Tax Payment Requirement. Except as provided in sub- 
sections (b)(3)(B) or (b)(5)(B) of this regulation (relating to capitalized 
labor), the lessor must pay California sales tax reimbursement or Califor- 
nia use tax on the lessor's construction, reconstruction or acquisition of 
the qualified property. In any case where the lessor's acquisition of the 
qualified property is pursuant to a transacfion treated as either an occa- 
sional sale under Revenue and Taxation Code Section 6006.5 or as a sale 
of mobile transportation equipment (as defined in Revenue and Taxation 
Code Section 6023). the requirement of this subsection of this regulation 
shall be satisfied only if the lessor makes a timely election under either 
Revenue and Taxation Code Secfion 6094. 1 or 6244(d) and pays Califor- 
nia sales tax reimbursement or California use tax with respect to the les- 
sor's acquisition of the qualified property. 

D. Qualified Costs. The requirement that costs, in order to be treated 
as qualified costs, must be paid or incurred for the "construction, recon- 
strucfion, or acquisition" of qualified property shall not apply to the les- 
see's lease rental payments. Thus, for example, although a lessee may, 
under the lessee's method of California tax accounting, currently deduct 
its lease rental payments, the lessee will sfill be enfitled to claim the MIC 
if the other requirements of this subsection of this regulation are satisfied. 
However, the rules of Regulation 23649^, including the rules relating 
to the allocation of costs paid or incurred pursuant to binding contracts, 
shall apply in determining the amount of qualified costs of the lessor 
upon which the lessee may determine its MIC. 

E. Chargeable to Capital Account. The requirement that costs, in order 
to be treated as qualified costs, must be properly chargeable to the capital 
account of the qualified taxpayer shall not apply to the lessee's lease rent- 
al payments. Thus, for example, although a lessee may, under the lessee' s 
method of California tax accounting, currently deduct lease rental pay- 
ments, the lessee will still be entitled to claim the MIC if the other require- 
ments of this subsection are satisfied. 

(3) Amount of MIC Lessee May Claim. In general, a lessee under an 
operafing lease is entitled to claim the MIC at the same time and in the 
same amount as if such lessee had instead constructed, reconstmcted, or 
acquired the qualified property other than by lease. 

A. Qualified Cost to Lessor. Except as provided in subsection 
(b)(3)(B) of this regulaUon, the qualified cost to the lessor upon which 
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the lessee is entitled to claim the MIC is generally equal to the purchase 
price amount cm which California sales tax reimbursement or use tax has 
been paid by the lessor. Thus, for example, if a lessor pays $100 for an 
item of qualified property, plus $8 in California sales tax reimbursement 
on such item, the qualified cost to the lessor would be $100. 

B. Exception Fur Capitalized Ixibor. The qualified cost to the lessor 
under subsection (b)(3)(A) of this regulation shall also include any capi- 
talized labor that is directly allocable to the lessor's construction, recon- 
struction, or acquisition of the qualified property. Thus, for example, as- 
sume a lessor pays $100 for an item of qualified property, with $25 of 
such amount properly treated as directly allocable capitalized labor costs 
that are exempt from California sales or use tax. While the lessor would 
pay only $6 (S7f of $75 ) in California sales tax reimbursement on the les- 
sor's purchase of the qualified property, the qualified cost to the lessor 
under this subsection of this regulation would be equal to $ 100 ($75 + 
$25). 

(4) Special Rules for Operating Leases. The following special rules 
apply to any lease that is treated as an operating lease under this regula- 
tion. 

A. Transitional Election. In the case of any operating lease entered 
into on or after January 1, 1994, and on or before September 22, 1994(the 
effective date of SB 676, Stats. 1994, Ch. 751), the lessor under such 
lease may make the election to pay California use tax on its acquisition 
of the qualified property by paying an use tax measured by the purchase 
price of the property to the lessor and reporting the tax on the sales and 
use tax return of the lessor for the fourth calendar quarter of 1 994. In com- 
puting the amount of use tax due from the lessor under this subsection of 
this regulation, any use tax collected and previously remitted by the les- 
sor with respect to the lessee's rental payments under the lease shall be 
credited against the lessor's use tax liability under this subsection of this 
regulation. 

EXAMPLE: T, a taxpayer engaged in the equipment leasing business 
in Oakland, acquires seven aluminum die-castings for $250 from S, a 
manufacturer of die-castings in Albany, on February 1, 1994 (assume 
that the purchase by T is not pursuant to a binding contract). T delivers 
a resale certificate to S and does not pay any California sales or use tax 
on T's purchase. T immediately leases the aluminum die-castings to V, 
which is a qualified taxpayer engaged in manufacturing automatic screw 
machine products in Alameda, and T commences collecting the use tax 
on V's $5 monthly rental payments and remitting the use tax amounts on 
its quarterly return filed with the California State Board of Equalization. 
During the fourth quarter of 1994, T decides to make the election pro- 
vided under subsection (b)(4)(A) of this regulation. On its fourth quarter 
1994 California sales and use tax return, T would compute and remit its 
California use tax liability on its purchase of the aluminum die- castings 
ba.sed upon T's original $250 purchase price. T would receive a credit 
against T's use tax liability for any use tax previously remitted with re- 
spect to V's monthly lease rental payments. 

B. Limitation on Qualified Costs. In determining a lessor's qualified 
cost under the rules of this subsection of this regulation, the allocation 
rule specified in Regulation 23649-4 shall apply to any costs actually 
paid by the lessor (or treated as paid by the lessor under the rules in this 
regulation) pursuant to a contract that was binding on January 1, 1994. 
Thus, for example, if a lessor has a binding contract to acquire qualified 
property for $100 as of January 1, 1994, and has paid a non-refundable 
deposit of $20 prior to January 1 , 1 994, and thereafter pays the remaining 
$80 purchase price, the lessor's qualified cost upon which a lessee may 
claim the MIC could not exceed $80 ($100 purchase price less $20 ac- 
tually paid prior to January 1, 1994, pursuant to a binding contract). 

C. Reduction in Qualified Cost to Lessor. In the case of any re- lease 
of qualified property by a lessor to another qualified taxpayer, the quali- 
fied cost to the lessor under subsecUon (b)(3)(A) of this regulation as to 
the subsequent lessee shall first be reduced by the amount of qualified 
cost taken into account by any predecessor lessee. However, the preced- 
ing sentence shall not apply to the extent that the predecessor lessee was 



required to recapture any MIC allowed to the predecessor lessee under 
the recapture rules in Regulation 23649-8. 

EXAMPLE /: L. a taxpayer engaged in the equipment leasing busi- 
ness, acquires two cranes from R, a manufacturer of cranes in Oxnard, 
for $ 1 00. L intends to immediately lease the cranes to M. a qualified tax- 
payer, for use by M in its manufacturing facility located in Ventura. As- 
sume the lease is properiy treated as an operating lease under this regula- 
tion and that L pays sales tax to R of $8 (S^c of $100) at the Ume of L's 
purchase. Under these facts, M will be entitled to claim a $6 MIC (6'7f of 
$100) since L's qualified cost is $100. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
at the end of the lease term L re-leases the cranes to P, a qualified taxpay- 
er, which manufactures synthetic resins and plastic materials at a facility 
in Moorpark. Under subsections (b)(3)(A) and (b)(4)(C) of this regula- 
tion, L's qualified cost upon which P may claim the MIC is zero ($0) 
since L's qualified cost is $0 ($100 original qualified cost to L, less $ 1 00 
qualified cost taken into account by a predecessor lessee. M, when claim- 
ing the MIC). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
M, the initial lessee, cancels the lease with L after 10 months, with L re- 
possessing the cranes. Under these facts, M would be required to recap- 
ture (pursuant to Regulation 23649-8) the entire $6 MIC previously 
claimed by M, and L's qualified cost upon L's re-lease of the cranes to 
P would be $100 ($100 original qualified cost to L, less $100 qualified 
cost taken into account by a predecessor lessee, M , plus $ 1 00 of quali fied 
cost recaptured upon M's cancellation of the lease with L). 

D. Qualified Cost to Successor Lessor. In any case where a successor 
lessor acquires qualified property from a lessor that is subject to a lease 
(including any qualified properly that is not currently being leased but 
which the successor lessor intends to re-lease) in a transaction that is not 
treated as a sale for California sales and use tax purposes, the qualified 
cost to the successor lessor for purposes of the MIC shall be reduced by 
the amount of qualified cost of the predecessor lessor that was taken into 
account by any lessee in computing a credit under the MIC. However, the 
preceding sentence does not apply in any case where the transaction in 
which the successor lessor acquires the qualified property from the pre- 
decessor lessor is treated as a sale for California sales and use tax pur- 
poses. 

EXAMPLE 7: G is engaged in the equipment leasing business. G ac- 
quires three printing presses from Q, a manufacturer of printing presses, 
for $300. G immediately leases the printing presses to D, a qualified tax- 
payer, for use by D in D's newspaper publishing facility in Santa Barbara. 
Assume the lease is properiy treated as an operating lease under this regu- 
lation, and that G pays sales tax to Q of $24 ($300 X 8%) at the fime of 
purchase. Under these facts, D would be enUtled to claim a MIC of $18 
(6% of $300, G's qualified cost of the printing presses). Three years later 
G sells the printing presses to H, who is also engaged in the business of 
equipment leasing, for $250. Assume that G terminates its lease with D 
prior to the sale of the printing presses to H, and that H delivers a resale 
certificate to G so that H's purchase is exempt from California sales and 
use tax. Assume further that D agrees to re-lease the printing presses 
from H following H's acquisition of the printing presses from G. D termi- 
nates its lease two years after H's purchase of the printing presses, and 
H then re-leases the printing presses to E in a transaction treated as an 
operating lease under this regulation, for use by E in its magazine pub- 
lishing facility in Carmel. Under these facts, H's qualified cost upon 
which E may claim the MIC is $0 ($250 paid by H to G, less $300 quali- 
fied cost taken into account by a predecessor lessee, I)). 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
G does not terminate its lease with D prior to G's sale of the printing pres- 
ses to H. Under California sales and use tax law, the sale by G to H would 
be subject to California sales tax and H would not be entitled to deliver 
a resale certificate to G. As a result, assume H pays California sales tax 
reimbursement lo G on the $250 purchase price. Since H has paid Califov- 
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nia sales tax reimbursement to G, H's qualified cost upon which E may 
claim the MIC is $250. 

E. Acquisition by Lessee of Leased Property. In any case where a les- 
see (or any party related to the lessee within the meaning of Internal Rev- 
enue Code Sections 267 or 3 18) of qualified property acquires the leased 
property from the lessor within one year of the date the qualified property 
is first used by the lessee, then the purchase of the qualified property by 
the lessee shall be treated as a disposition of the property by the lessee 
and any MIC claimed by the lessee must be recaptured by the lessee un- 
der the rules of Regulation 23649-8. However, if the lessee (or related 
party) pays California sales or use tax on the acquisition of the qualified 
property, then the rules of Regulation 23649-4 shall apply to the acquisi- 
tion and the lessee-purchaser may be entitled to claim the MIC with re- 
spect to its costs of acquisition. 

EXAMPLE 7: J, a qualified taxpayer engaged in the business of man- 
ufacturing store fixtures, leases five lathes which are qualified property 
from Z, which is engaged in the equipment leasing business, for use in 
J"s manufacturing facility in Folsom. Assume J"s lease is treated as an op- 
erating lease under this regulation, and that J has claimed the MIC. Nine 
months after J first uses the lathes, J exerci-ses an opUon under the lease 
to acquire the lathes from Z for their fair market value. Under the rules 
of this regulation, and Regulation 23649-8, J would be required to recap- 
ture any MIC claimed by J. However, if J paid California sales or use tax 
on the purchase of the lathes, then J may have qualified costs on J's pur- 
chase from Z under the rules of Regulation 23649-4. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
K. a wholly-owned subsidiary of J. instead purchases the lathes from Z. 
Under the rules of this regulation, since K is related to J under both Inter- 
nal Revenue Code Sections 267 and 3 1 8. K' s acquisition of the lathes will 
be treated as a disposition by J of the qualified property and J will be re- 
quired to recapture the MIC. If K continues to lease the lathes to J, then 
the rules of subsection {b)(4)(D) of this regulation shall apply in deter- 
mining whether K will have qualified cost in the lathes upon which J may 
claim a MIC upon K"s acquisition of the lathes. On the other hand, if K 
cancels the lease with J (assuming K may legally do so) and uses the 
lathes in a qualified activity conducted by K, then, assuming K has paid 
California sales or use tax on its acquisition. K may have qualified costs 
under the rules of Regulation 23649-4 assuming K continues to use the 
lathes in a qualified activity instead of re-leasing the lathes. 

(5) Sale-Leaseback Transactions. In the case of any sale-leaseback 
transaction, the following rules shall apply: 

A. General Rule. Except as provided in subsection (b)(5)(B) of this 
regulation, in the case of any sale-leaseback transaction in which a lessor 
does not pay California sales or use tax upon acquisition of an item of qu- 
alified property, the qualified cost to the lessor upon which the lessee 
would be entitled to claim the MIC shall be zero. 

EXAMPLE: On January 15, 1994, F. a qualified taxpayer engaged in 
the business of manufacturing electric lamps, purchases three glass 
grinders that are qualified property from Y, the manufacturer of the glass 
grinders. Y collects California sales tax on the purchase by F. On January 
30. 1 994, F places the three grinders in service in its manufacturing facil- 
ity in Crescent City. On May 15, 1994, G, which is engaged in the equip- 
ment leasing business, purchases the three grinders from F and immedi- 
ately leases them back to F. Under the rules of this regulation, and 
Regulation 23649-8, F would be required to recapture any MIC claimed 
by F. In addition, since this transaction would not be treated as an "acqui- 
sition sale and leaseback" under Revenue and Taxation Code Section 
6010.65, G must pay California sales or use tax on G's purchase of the 
grinders in order for F to claim any MIC under the rules of this regulation. 
UG deh'vers a resale certificate upon its acquisition of the grinders, so 
that G does not pay California sales or use tax upon G's acquisition of the 
grinders, then no MIC could be claimed by F upon F' s lease of the grind- 
ers from G. 

B. Acquisition Sale and Leaseback. In the case of any transaction that 
is properly treated as an "acquisition sale and leaseback" under Revenue 



and Taxation Code Section 6010.65, the requirement of subsection 
(b)(2)(C) of this regulation (relating to payment of California sales or use 
tax) shall be deemed satisfied by the lessor. If a transaction is treated as 
an "acquisition sale and leaseback" under this subsection of this regula- 
tion, then the qualified cost to the lessor under subsection (b)(3)(A) of 
this regulation shall be equal to the amount upon which the lessee paid 
California sales or use tax. plus any capitalized labor costs determined 
under subsection (b)(3)(B) of this regulafion. However, the rules of this 
subsection of this regulafion shall only apply if, and to the extent that, the 
costs originally incurred by the lessee to acquire, constaict, or recon- 
struct the qualified property were treated as qualified costs under Regula- 
tion 23649-4. 

EXAMPLE 1: On December 1 , 1995. P. a calendar year qualified tax- 
payer engaged in the business of manufacturing soap and other deter- 
gents, purchases and immediately places in service two mixing tanks that 
are qualified property from Z, the manufacturer of the mixing tanks. Z 
collects sales tax on the purchase by P. On January 15, 1996, R. which 
is engaged in the equipment leasing business, purchases the two mixing 
tanks from P and immediately leases them back to P. Since R's acquisi- 
tion and leaseback occurs within 90 days of P's first functional use of the 
mixing tanks, and assuming the other requirements of Revenue and Tax- 
ation Code Section 6010.65 are saUsfied. P's sale to R and R's leaseback 
to P are treated as an "acquisition sale and leaseback" under Revenue and 
Taxation Code Secfion 6010.65 and the rules of subsection (b)(5)(B) of 
this regulation would apply. Under the rules of this regulation, and Regu- 
lation 23649-8, P would be required to recapture any MIC claimed on P's 
1 995 California return. However, R would be "deemed" to have paid Cal- 
ifornia sales or use tax upon R's acquisifion of the mixing tanks from P, 
and P would be enfitled to claim an MIC on its 1996 California return in 
an amount equal to R's qualified cost, as determined under subsections 
(b)(3)(A) and (b)(3)(B) of this regulafion. For this purpose, R's qualified 
cost could not exceed P's qualified cost determined under Regulation 
23649-4. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
P purchases and places the mixing tanks in service on December 1 , 1 993. 
and R purchases the mixing tanks from P and immediately leases them 
back to P on January 15. 1994. Under these facts, even though the trans- 
acfion would be treated as an "acquisifion sale and leaseback" under Rev- 
enue and Taxation Code Secfion 6010.65, since P's qualified cost under 
Regulation 236494 would be equal to zero, R's qualified cost under this 
regulation would similariy be equal to zero, and thus no MIC would be 
allowed to R. 

EXAMPLE 3: Assume the same facts as in EXAMPLE 1, except that 
P purchased the mixing tanks under a contract that was treated as a bind- 
ing contract under the rules in Regulation 23649^. Assume further that 
25 percent of P's total cost for the mixing tanks was actually paid prior 
to January 1, 1994. so that P's qualified cost for the mixing tanks was 
equal to 75 percent of the total cost of the tanks. Under these facts, since 
P's qualified cost under Regulation 23649-4 would be equal to 75 per- 
cent of P's total cost for the mixing tanks. R's qualified cost under this 
regulation could not exceed the amount of P's qualified cost, irrespecfive 
of the total amount paid by R to P to purchase the mixing tanks. 

(6) Lessor Reporting Requirement. In the case of any lease treated as 
an operating lease under this regulafion, the lessor shall provide the les- 
see with a statement within 45 days after the close of the lessee's income 
year for which the MIC is allowable to the lessee. This statement shall 
contain the amount of the lessor's qualified cost (as calculated under this 
regulation) upon which the lessee is eligible to compute the MIC and the 
amount of such qualified cost upon which the lessor has paid California 
sales or use tax. For purposes of providing this statement only, if a lessor 
is legally obligated to remit California sales or use tax with respect to its 
acquisition of qualified property, but has not yet remitted such amounts 
solely due to timing differences between the lessor's California sales and 
use tax return filing period and the lessee's income year, then the lessor 
may treat the amounts upon which the California sales or use tax liability 
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arises as "qualified costs to the lessor." The statement required by this 
subsection of this regulation should not be filed with the lessee's tax re- 
turn for the income year, but shall instead be made available to the Fran- 
chise Tax Board upon request. 

(c) FiiiaiHT Leases. In the case of any leasing transaction that is treated 
as a sale under Part 1 (commencing with Section 6001 ) of Division 2 of 
the Re\ enue and Taxation Code (relating to the payment and collection 
of California sales and use tax), the rules set forth in this subsection of 
this regulation shall apply. Any lease subject to the rules of this subsec- 
tion of this regulation shall be referred to in this regulation as a "finance 
lease." 

(1) In General. Under Revenue and Taxation Code Section 
6()06(g)(5). a lease of tangible personal property is generally treated as 
a sale for California sales and use tax purposes, unless the tangible per- 
sonal property is leased in substantially the same form as acquired by the 
lessor or lea.sed in substantially the same form as acquired by the transfer- 
or and the lessor or transferor has paid sales tax reimbursement or has 
paid use tax measured by the purchase price of the property. If the lease 
is not treated as a sale under Revenue and Taxation Code Section 
6006(g)(5), then the rules of subsection (b) of this regulation apply. 

(2) Applicable Requirements. In the case of a finance lease, the follow- 
ing requirements must be satisfied in order for the lessee to claim the 
MIC. 

A. Lessee Must Be a Qualified Taxpayer. The requirement under Reg- 
ulation 23649-'^ that the user of the qualified property must be a qualified 
taxpayer shall be applied to the lessee and not to the lessor. 

B. Use of Property in a Qualified Activity. The requirement under sub- 
section (b)(4) of Regulation 23649-5 that property be used in a qualified 
activity in order to be treated as qualified property shall be applied to the 
lessee and not the lessor with respect to the property that is the subject of 
a finance lea.se. 

C. Sales or Use Tax Payment Requirement. Except as provided in sub- 
section (d) of Regulation 23649-4 (relating to capitalized labor), either 
the lessor or the qualified taxpayer must pay California sales tax reim- 
bursement or California use tax on the lessee's purchase of the qualified 
property in order for the MIC to be allowed to the lessee. In the case of 
an "occasional sale" under Revenue and Taxation Code Section 6006.5, 
the lessee may satisfy the requirement of this subsection of this regulation 
by remitting the California sales or use tax on the lessee' s purchase of the 
qualified property (assuming that under California sales and use tax law 
the lessor does not have a legal obligation to remit such amounts). 

D. Qualified Costs. The requirement that costs, in order to be treated 
as qualified costs, must be paid or incurred for the "construction, recon- 
struction, or acquisition" of qualified property shall be applied by substi- 
tuting the term "purchase" for the term "construction, reconstruction, or 
acquisition." Since under general income tax principles a finance lease 
is treated as a purchase, the lessee's "lease rental payments" are treated 
as payments of the purchase price of the qualified property and would 
thus satisfy the "purchase" requirement. However, the lessee under such 
a lease would be obligated to pay California sales or use tax at the time 
the lease became effective, so that the lessee would be allowed the enfire 
MIC on such lease in the year the lease became effective. On the other 
hand, if a lease is not properly treated as a finance lease under general in- 
come tax principles, then the "Purchase" requirement would not be satis- 
fied. 

E. Chargeable to Capital Account. The requirement that costs, in order 
to be treated as qualified costs, must be properly chargeable to the capital 
account of the qualified taxpayer shall apply to the lessee's lease rental 
payments. 

{?<) Amount of MIC lessee May Claim. In general, a lessee under a fi- 
nance lease is entitled to claim the MIC at the same time and in the same 
amount as if such lessee had instead constructed, reconstructed, or ac- 
quired the qualified property other than by lease. 

NoTi;: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 2.'^649, Revenue and Taxation Code. 



History 

1. New section filed 5-1-96; operative 5-.'^i-96 (Register 96. No. 18). 

2. Change without regulatory effect amending subsection (c)(2)C. filed 7 5-2000 
pursuant to section 100, title 1 , California Code of Regulations (Register 2(){X). 
No. 27). 

§ 23649-7. [Reserved]. 

§ 23649-8. Recapture Rules. 

(See Section 23649-0 for Table of Contents.) 

(a) //; General. The MIC shall not be allowed or shall be recaptured 
under the rules of this regulation in any case where a disposition occurs 
within one year or less of the date the qualified property is first placed in 
service in this state. 

(b) Disposition. For purposes of this regulation, the term "disposition" 
shall include any of the following events: 

(1) Removal of the qualified property from this state; 

(2) Disposition of the qualified property to any party that is not a re- 
lated party (as defined in Internal Rex enue Code Sections 267, 318 or 
707), whether by sale, gift, a transfer upon the foreclosure of a security 
interest, or otherwise; 

(3) Use of the qualified property by the qualified taxpayer primarily 
in any non-qualified activity; or 

(4) Acquisition by a lessee (or any party related to the lessee under In- 
ternal Revenue Code Sections 267 or 318) of qualified property that is 
being leased by such lessee. 

However, the term "disposition" shall not include any of the following 
events: 

A. a mere transfer of legal title to a creditor upon creation of a security 
interest; 

B. a transfer by a qualified taxpayer of legal title to qualified property 
to a lessor where the lessor is not treated as the tax owner of such property 
and the lease is properly characterized as a financing transaction under 
California income tax principles; 

C. any election by a C corporation to become an S corporation; or 

D. any destruction of qualified property which qualifies as an involun- 
tary conversion under Secfion 1033 of the Internal Revenue Code. 

(c) Disposition of Qualified Property During the Income Year Placed 
in Sen'ice. In any case where there is a disposition of qualified property 
during the same income year in which such qualified property is first 
placed in service in this state, no MIC shall be allowed to the qualified 
taxpayer for the income year in which the qualified property is placed in 
service. 

EXAMPLE: H, a qualified taxpayer, files its California tax returns us- 
ing a fiscal year ending on September 30th. On March 1, 1996. H pays 
$700 (plus California sales tax) for 10 personal computers and immedi- 
ately places the computers in service in H's manufacturing facility in 
Sunnyvale. On September 1, 1996, H acquires 10 new computers (which 
are immediately placed in service in H's manufacturing facility) for $800 
(plus California sales tax) to replace the 10 computers already in .service, 
and H instead uses the old computers to perform general administrative 
funcUons such as payroll and marketing. Under these facts, when H files 
its California tax return for its income year ending September 30, 1996, 
H is not entitled to claim the MIC for the 10 personal computers acquired 
on March 1, 1996, because the computers are treated as having been dis- 
posed of during the same income year as they were placed in service as 
a result of H's use of these computers in an acfivity that is not a qualified 
activity. However, the 10 new computers acquired on September 1 , 1 996, 
may qualify for the MIC for H's income year ending September 30, 1 996. 

(d) Disposition of Qualified Property During an Income Year Subse- 
quent to the Income Year Placed In Service. In any case where there is 
a disposiuon of qualified property within one year of the date that such 
qualified property is first placed in service in this state, but such disposi- 
tion occurs in a different income year than the year in which the qualified 
property is placed in service in this state, then any MIC that was allowed 
with respect to the qualified property shall be recaptured by adding the 
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recaptured MIC to the tax of the qualified taxpayer for the income year 
during which the disposition occurs (except as provided in subsection (e) 
of this regulation). 

EXAMPLE: F, a qualified taxpayer, files its California tax returns us- 
ing a fiscal year ending on September 30th. On August 15, 1996, F ac- 
quires 20 new computers for $600 (plus California sales tax) and immedi- 
ately places the computers in service in H"s manufacturing facility in 
Glendora. On May 15. 1997. F removes the 20 computers from F's man- 
ufacturing facility in Glendora and transports them for u.se in F's New 
Mexico manufacturing facility. Assuming F had been allowed a MIC on 
its income year ending September 30. 1 996. California tax return for the 
computers acquired on August 15.1 996, F must recapture the entire MIC 
allowed by adding such amount to F's tax for its income year ending Sep- 
tember 30, 1997. 

(e) Adjustment of Carryforwards when Disposition Occurs. In any 
case where a qualified taxpayer is required to recapture any previously 
allowed MIC under the rules of this regulation, then, prior to the addition 
of any recaptured amounts to the tax under subsection (d) of this regula- 
tion, any outstanding MIC carryforwards shall first be reduced to the ex- 
tent necessary to fully absorb the recapture amount. Any recapture 
amount remaining after application of the preceding sentence shall be 
added to the tax under the rules of subsection (d) of this regulation. 

EXAMPLE I: On May 1. 1999, within one year of placing qualified 
property in service in this state, K disposes of qualified property for 
which a $150 MIC was previously allowed. Under the rules of this regu- 
lation, K is required to recapture the entire $150 MIC. Assume K had 
$400 in MIC carryforwards that were available for use in 1999. Under 
these facts, K would reduce its available MIC carryforwards to $250 
($400 minus $150). Since no additional recapture amount remains, K is 
not required to increase its tax for 1999 to reflect the $150 recapture 
amount. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
instead of $400 in available MIC carryforwards, K had only $100 in 
available MIC carryforwards. Under these facts, K would first reduce its 
available MIC carryforwards to zero, and would then increase its tax for 
1999 by $50 ($150 recapture amount less $100 used to reduce available 
MIC carryforwards). 

(0 Recapture of MIC Allowed to Pass-Through Entities. 

( 1 ) Partnerships and Partners. If a partnership places qualified prop- 
erty in service in this state, claims the MIC to the extent of the qualified 
costs paid or incurred, and thereafter removes the qualified property from 
this state, disposes of the qualified property to an unrelated party, or pri- 
marily uses the property for a purpose not qualifying for the MIC, then 
the MIC shall be recaptured under Revenue and Taxation Code Section 
23649(g) and this regulation. The amount of MIC subject to recapture 
shall be allocated among the partners in the same ratio that the MIC was 
allocable to each partner for the qualified property subject to the recap- 
ture, and shall be added to the "tax" of the partner for the income year in 
which the qualified property is disposed of, removed from this state, or 
put to a non-qualifying use. 

EXAMPLE 1: Assume that C and D are equal partners of M. a partner- 
ship that is a qualified taxpayer. During M's taxable year beginning in 
1995, M is allowed a total MIC of $100. C and D each are able to utilize 
their entire 50% share of the 1 995 MIC to offset their respective 1 995 tax 
liabilities, so that there is no MIC carryover amount for either C or D. As- 
sume further that in 1 996, within one year of the date the qualified proper- 
ty was placed in service, M moves the qualified property to another state, 
thereby triggering a recapture of the MIC. C and D are required to recap- 
ture their distribufive share of the MIC already applied to their respective 
1 995 tax h'abilities on their respective 1 996 California tax returns by add- 
ing the recaptured MIC amounts to their respective "tax" for 1996. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1. except that 
C uses all of C s share of the MIC to reduce C s 1 995 lax liability, but D 
carries over all of D's MIC to 1996. On C's 1996 California tax return, 
C will be required to recapture C's share of the MIC that was used to re- 



duce C's "tax" for 1995 and D will be required to reduce its MIC carry- 
over to zero. D will not be required to increase D's "tax" for 1996 by the 
amount of D's share of the MIC because D was unable to apply the 
amount to reduce D's tax liability for 1995. 
(2)5 Corporations and Shareholders. 

A. Corporate Level Recapture. If an S corporation places qualified 
property in service in this slate, claims the MIC to the extent of the quali- 
fied costs paid or incurred, and thereafter removes the qualified property 
from this state, disposes of the qualified property to an unrelated party, 
or primarily uses the qualified property for a purpose not qualifying for 
the MIC. then the MIC shall be recaptured under Revenue and Taxation 
Code Section 23649(g) and this regulation. The amount of any MIC re- 
captured by the S corporation shall be added to the "tax" of the S corpora- 
tion imposed under Chapter 4.5 of Part 1 1 of the Revenue and Taxation 
Code, except that the MIC recapture amount added to the "tax" of the S 
corporation shall be appropriately reduced by the amount by which the 
S corporation was required to reduce such MIC under Part 1 1 of the Reve- 
nue and Taxation Code. 

B. Pass-through of MIC Recapture to Shareholders. In any case 
where a "disposition" of qualified property by an S corporation occurs, 
the amount of MIC subject to recapture shall be allocated among the 
shareholders of the S corporation in the same ratio that the MIC was allo- 
cable to each shareholder for the qualified property subject to the recap- 
ture, and shall be added to the "tax" of the shareholder for the income year 
in which the qualified property is disposed of, removed from this state, 
or put to a non-qualifying use. 

EXAMPLE: Assume that Q, an S corporation with three equal share- 
holders (E, F, and G), is allowed a MIC in 1 995 that Q is fully able to uti- 
lize to reduce Q's L5'7c S corporation tax liability. Assume further that 
E, F, and G each claims a one-third (1/3) share of the MIC allowed to Q, 
and that each shareholder is able to ufilize their entire distribufive share 
of this MIC on their respecfi ve 1 995 California tax returns. In 1 996, with- 
in one year of the date the qualified property was placed in service in Cali- 
fornia, Q sells the property to an unrelated party. Under these facts, Q, 
E, F, and G must each recapture the MIC allowed and claimed by each 
on their respective 1 995 California tax returns by adding such recapture 
amount to their 1996 respective California "tax" or "net tax," as the case 
may be. 

(g) Recapture of MIC Allowed in 1994 or 1995 But Deferred Until Qu- 
alified Taxpayer's Eirst Income Year Beginning on or after January 1, 

1995. In the case of any qualified costs paid or incurred with respect to 
qualified property that is placed in service in 1994 or 1995 for which the 
MIC is allowed but deferred under the rules of subsection (b) of Regula- 
tion 23649-1 , the one year period for which any disposition of such prop- 
erly shall trigger recapture of the MIC (as described in subsecfion (a) of 
this regulauon) shall commence on the date that the qualified property is 
first treated as placed in service in this state by the qualified taxpayer. 
Any MIC required to be deferred under the rules of subsecfion (b) of Reg- 
ulafion 23649-1 shall be first offset against any MIC recapture amount 
(in the same manner as MIC carryforwards are offset under the rules of 
subsecfion (e) of this regulation) prior to being claimed on the quahfied 
taxpayer's California tax return for its first income year beginning on or 
after January 1, 1995. 

EXAMPLE 7 : D, a qualified taxpayer, pays or incurs qualified costs for 
qualified property that is placed in service in this state on June 1. 1994. 
However, under subsection (b) of Regulation 23649-1, D may not claim 
the MIC for these qualified costs until D files its California tax return for 
D's first calendar or fiscal year beginning on or after January 1, 1995. On 
May 1, 1995, D removes the qualified property to Nevada, thereby trig- 
gering a recapture of the MIC allowed to D for its 1994 qualified costs. 
When D files its calendar year 1995 California tax return on March 15, 

1996, D may not claim the MIC with respect to the qualified propeny D 
placed in service on June 1, 1994. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
D instead removes the qualified property to Nevada on June 2, 1995. In 



Page 382.16 



Register 2000, No. 27; 7-7-2000 



Title 18 Franchise Tax Board— Bank and Corporation Tax (After 12-31-54) § 23649-9 

this situation, no recapture is triggered by the removal because the dispo- (a) In General. In any case where the MIC exceeds the "tax," the ex- 

sition occurs more than one year after the property was placed in service cess may be carried forward to reduce the "tax" in the following year, and 

in this state by D. succeeding years, as follows: 

Nort;-. Authority cited: Section 19503, Revenue and Taxation Code. Reference: (1 ) Except as provided in subsection (a)(2) of this regulation and sub- 
section 23649. Revenue and Taxation Code. section (c) of this regulation, for the eight income years succeeding the 

, -, ,-, , c 1 o^ I^^y n^ ,r, ,.^ NT io. income year for which the MIC is allowed, if necessary, until the credit 

1. New section tiled .S-1-96; operative 5-31-96 (Register 96. No. 18). ■ , , 

IS exhausted. 
§ 23649-9. MIC Carryforwards. 

(See Section 23649-0 for Table of Contents.) 
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(2) Kxcept as provided in subseclion (c) of this regulation, in the case 
of any small business, for the ten income years succeeding the income 
year for which the MIC is allowed, if necessary, until the credit is ex- 
hausted. 

Except as provided in this regulation, the amount of MIC that may be 
carried over to the following year, and succeeding years, including carry- 
forwards from any and all prior years, is not limited. 

(b) S)uall Business Detenniimtion Made us of the ImsI Day of the In- 
come Year for Which the MICisAUowed. Except as provided in subsec- 
tion (c) of this regulation, the determination of which carryforward peri- 
od shall apply shall be made as of the last day of the qualified taxpayer's 
income year for which the MIC is allowed. 

EXAMPLE 1: Assume that as of the last day of its 1996 income year 
G, a qualified taxpayer, is a '"small business" for purposes of the MIC. 
During G's 1 996 income year. G purchased a machine that was qualified 
property for $500, thereby entitling G to a $30 MIC. Assume that the en- 
tire $30 MIC exceeds the "tax," so that G is required to carry forward the 
$30 MIC. Under these facts, G is entitled to carry forward the unused $30 
MIC to each of its ten (10) succeeding income years, if necessary, until 
the MIC is exhausted, regardless of whether G is a small business in any 
of its succeeding income years. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 except that 
G purchases another machine that is qualified property in its 1 997 income 
year for $750, thereby entitling G to a $45 MIC. Assume that in G's J 997 
income year G is no longer treated as a "small business" for purposes of 
the MIC. Assume further that the entire $45 MIC for 1997 exceeds the 
"tax," so that G is required to carry forward the $45 MIC. Under these 
facts, G is entitled to cairy forward the unused $45 MIC to each of its 
eight (8) succeeding income years, if necessary, until the MIC is ex- 
hausted, regardless of whether G is a small business in any of its succeed- 
ing income years. 

(c) Special Ride for MIC Allowed in 1994 or 1995 But Deferred UntU 
Qualified Taxpayer's First Income Year Beginning on or after J anna ry 
1, 1995. In the case of any qualified costs paid or incurred with respect 
to qualified property that is placed in service in 1994 or 1995 for which 
the MIC is allowed but deferred under the rules of subsection (b) of Regu- 
lation 23649-1, the carryforward period specified in subsection (a) of 
this regulation shall commence with the qualified taxpayer's first income 
year beginning on or after January 1 , 1995. However, the determination 
of whether the qualified taxpayer is a small business shall be made as of 
the last day of the income year in which the MIC is allowed, rather than 
as of the last day of the income year in which the MIC may first be 
claimed under subsection (b) of Regulation 23649-1. 

EXAMPLE 1: Assume that as of the last day of its 1994 income year 
H, a qualified taxpayer filing on a calendar year basis, is a "small busi- 
ness" for purposes of the MIC. During H's 1994 income year, H pur- 
chased a machine that was qualified property for $800, thereby entitling 
H to a $48 MIC. Under the rules of subsection (b) of Regulation 23649- 1 , 
H may not claim the credit until its first income year beginning on or after 
January 1, 1995. Assume that in H's 1995 income year the entire $48 
MIC exceeds the "tax," so that H is required to carry forward the $48 
MIC. Under these facts, H is entitled to carry forward the unused $48 
MIC to each of its ten (10) income years succeeding the income year in 
which the credit could first be claimed (1995), if necessary, until the MIC 
is exhausted, regardless of whether H is a small business in any of its 
succeeding income years. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1, except that 
for its 1 995 income year H is no longer treated as a "small business" for 
purposes of the MIC. Under these facts, the result is the same as in EX- 
AMPLE 1 since the determination of whether H is a small business for 
purposes of the MIC is made as of the last day of the income year in which 
the MIC was allowed (1994), rather than the last day of the income year 
in which the MIC could first be claimed (1995). 

EXAMPLE 3: Assume the same facts as in EXAMPLE 2, except that 
for its 1 994 income year H was not a "small business" for purposes of the 



MIC but was a "small business" for purpo.ses of the MIC for H's 1995 
income year. Under these facts, H is entitled to carry forward the unused 
MIC for the eight (8) income years succeeding 1995 (the income year in 
which the MIC could first be claimed), even though H was a small busi- 
ness in 1 995. since H was not a small business in the income year in which 
the MIC was allowed (1994). 

(d) Small Business. In order for a qualified taxpayer to be treated as a 
small business, it need satisfy only one of the three criteria specified in 
the definition of "small business" in subsection (i) of Regulation 
23649-2. Thus, for example, even though a qualified taxpayer's gross re- 
ceipts and net assets may exceed the applicable thresholds as of the last 
day of the income year for which a MIC is allowed, the qualified taxpayer 
may still be treated as a small business for purposes of Regulation 
23649-9 if its total MIC for the income year is less than one million dol- 
lars ($1,000,000). 

(e) Cariyforwards for Pass-Through Entities. In the case of any MIC 
allowed to a pass-through entity, the determination of the applicable car- 
ryover period for any MIC required to be carried forward shall be made 
at the pass-through enfity level. 

(f) Canyforwards Pennitted After Sunset. In the event that the MIC 
is repealed under Revenue and Taxation Code Section 23649(i), any un- 
used MIC may be carried forward, as provided above, until the unu.sed 
MIC is exhausted. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Referenee: 
Section 23649, Revenue and Taxation Code. 

History 

I. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 

§ 23649-10. Recordkeeping Requirements. 

(See Section 23649-0 for Table of Contents.) 

(a) In General. For purposes of Regulafions 23649-1 through 23649- 

II, inclusive, a qualified taxpayer shall be required to maintain books 
and records that are adequate to substantiate its entitlement to any 
claimed MIC. These books and records should be retained for as long as 
the statute of limitations on assessment for the income year for which the 
MIC was allowed remains open, and, in the case of any MIC that is being 
carried forward, for the additional number of years that the actual carry- 
forward of such MIC occurs. 

(b) Books and Records. The books and records maintained by the qual- 
ified taxpayer should be sufficient to clearly establish all necessary facts 
which affect the allowance and amount of the MIC. For this purpose, "ad- 
equate" recordkeeping depends upon the sufficiency of the information 
contained in the documentation. In many cases, the books and records 
normally maintained for California income or franchise tax purposes will 
be adequate substantiation for the MIC. 

EXAMPLE 1: X, a qualified taxpayer, claims a MIC for the purchase 
of 100 computers to be used in X's manufacturing facility in West Los 
Angeles. Assume the computers were purchased from a mail order retail- 
er located in South Dakota. If X has only retained the original invoice and 
a cash disbursements journal, neither of wliich reflect that California 
sales or use tax was paid by X, then the invoice would not be sufficient 
to establish that California sales or use tax was paid on the computers. 
However, if X has retained a copy of a dmely filed California u.se tax re- 
turn that clearly demonstrates that California use tax was paid by X with 
respect to the computers, then X would be treated as having paid or in- 
curred qualified costs. 

EXAMPLE 2: Assume the same facts as in EXAMPLE 1 , except that 
X intends to use 20 of the computers for general administrative functions 
such as payroll and marketing. In addition to the records necessary to es- 
tablish that California sales or use tax was paid, X should also retain a 
copy of the purchase contract containing a detailed list of the computers 
by model number so that X can establish which of the computers are be- 
ing used in a qualified activity and which are not being used in a qualified 
activity. 

{c) Affidavit Regarding Sales and Use Tax. For purposes of this regula- 
tion only, in the case of any lump sum or turn key contract, the require- 
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merit that California sales or use tax be paid may be established by refer- 
ence to bids, contracts or affidavits from the contractor. For purposes of 
determining whether California sales or use tax has been paid, directly 
or indirectly by the contractor, when it is not a separately slated contract 
amount, a qualified taxpayer shall be entitled to rely on a written repre- 
sentation to that effect from the contractor, and California sales or use tax 
shall be deemed to have been paid in the absence of affirmative knowl- 
edge on the part of the qualified taxpayer that California sales or use tax 
was not paid. 

(d) Written Statement by Lessor to Lessee. In the case of any leasing 
transaction described in subsection (b) of Regulation 23649-6 (relating 
to operating leases), the lessor shall provide a statement to the lessee 
specifying the amount of the lessor's original cost of the qualified proper- 
ty upon which the lessee may claim the MIC and the amount of that cost 
upon which California sales or use tax was paid. This statement must be 
provided to the lessee within 45 days after the close of the lessee' s income 
year for which the MIC is allowable to the lessee. For purposes of provid- 
ing this statement only, if a lessor is legally obligated to remit California 
sales or use tax with respect to its acquisition of qualified property, but 
has not yet remitted such amounts solely due to timing differences be- 
tween the lessor's California sales and use tax return filing period and the 
lessee's taxable year, then the lessor may treat the amounts upon which 
the California sales or use tax liability arises as "qualified costs to the les- 
sor." This written statement should not be filed with any return of either 
the lessor or lessee, but shall instead be retained by the lessee and made 
available to the Franchise Tax Board upon request. 
NOTE; Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23649, Revenue and Taxation Code. 

History 

1. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 

§ 23649-1 1 . Miscellaneous Provisions. 

(See Section 23649-0 for Table of Contents.) 

(a) Operative Dates of the MIC. The MIC shall cease to be operative 
on January 1,2001, or on the earliest January 1 thereafter, if the total em- 
ployment in this state, excluding employment in the aerospace sector, as 
determined by the Employment Development Department on the preced- 
ing January 1, does not exceed by 100,000 jobs the total manufacturing 
sector employment in this state on January 1, 1994. 

(b) Los Angeles Revitalizalion Zone (lARZ) Credits. Under Revenue 
and Taxation Code Section 236 1 2.6, relating to the Los Angeles Revital- 
ization Zone ("LARZ"), in any case where a credit would be allowed for 
qualified property under both that provision and the MIC, a qualified tax- 
payer must make an election, on the return filed for each income year, as 
to whether to claim the MIC or the LARZ credit. Thus, a qualified taxpay- 
er may not claim both the MIC and a LARZ credit for the costs of the 
same qualified property. 

(c) Election to Claim Sales and Use Ta.x Refund in lieu of MIC under 
Revenue and Taxation Code Section 6902.2. Under Revenue and Taxa- 
tion Code Section 6902.2, a qualified taxpayer may elect to claim a re- 
fund of a portion of the California sales and use tax paid with respect to 
qualified property from the California State Board of Equalization in lieu 
of claiming the MIC. Under that section, however, refunds may only be 
claimed at the times and in the amounts that the MIC could have been ac- 
tually used by the qualified taxpayer to offset its California franchise or 
income tax liability for the income year or years in which the refund claim 
is filed. Finally, the in-lieu election required under Revenue and Taxa- 
tion Code Section 6902.2 shall apply to each specific item of qualified 
property and shall also include any capitalized labor costs that are direct- 
ly allocable to such item of qualified property. 

EXAMPLE: Assume that in X's income year beginning in 1995, X, a 
qualified taxpayer, incurs $100 in qualified costs (none of which are at- 
tributable to directly allocable capitalized labor) for an item of qualified 
property. Under these facts, X would be entitled to a MIC of $6 (6% of 
$100). X may generally claim the MIC on X's 1995 franchise or income 



tax return, or. under Revenue and Taxation Code Section 6902.2, X may 
instead elect to apply for a refund from the State Board of Equalization 
of the amount of such MIC that X could have utilized to offset X's 1995 
franchise or income tax liability. Thus, for example, if X had a 1995 in- 
come or franchise tax liability of $3 BEFORE application of the $6 MIC, 
X could claim a $6 MIC, $3 of which is applied to X's 1995 tax liability 
and $3 of which is carried forward to subsequent income years. Similariy, 
X may only claim a $3 refund under Revenue and Taxation Code Section 
6902.2 since this is the amount that "could have been used" by X to offset 
X's income or franchise tax liability for 1995. Finally, any MIC amounts 
that would have been required to be carried forward to future income 
years may not instead be claimed as a refund under Revenue and Taxa- 
tion Code Section 6902.2 in lieu of claiming the MIC. 

(d) Sales and Use Ta.x E.xemption under Revenue and Taxation Code 
Section 6377. Under Revenue and Taxation Code Section 6377, a quali- 
fied taxpayer that is treated as a "new business" may be eligible to receive 
an exemption from California sales and use tax with respect to certain ac- 
quisitions of property (some of which may also be treated as qualified 
property under the MIC). However. Revenue and Taxation Code Section 
6377(b)(9)(C) provides that such sales and use tax exemption is not avail- 
able with respect to any property for which the MIC is claimed. 

(e) Special Rule Applicable to Fiscal Year Taxpayers. Fiscal year tax- 
payers who paid or incurred qualified costs on or after January 1, 1994, 
and during the qualified taxpayer's income year beginning in 1993, shall 
treat any such income year 1993 qualified costs as 1994 qualified costs 
to be claimed on the qualified taxpayer's 1995 income year return. As a 
result, fiscal year taxpayers that pay or incur qualified costs during both 
their fiscal years beginning in 1993 and 1994 would treat such amounts 
as 1994 qualified costs under Regulations 23649-1 through 23649-1 1, 
inclusive. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23649, Revenue and Taxation Code. 

History 
1. New section filed 5-1-96; operative 5-31-96 (Register 96, No. 18). 



Subchapter 4. Exempt Corporations 



Article 1. 



Exemptions from Franchise or 
Corporate Tax 



§ 23701 . Exemption from Taxation. 

(a) In General — Section 23701 provides an exemption from franchise 
or corporation income tax for organizations organized and operated for 
nonprofit purposes within the provisions of a specific section of Article 
1, Chapter 4, or are subject to Section 23701h or 23701 x (relating to cer- 
tain title-holding companies), if 

An application for exemption is submitted in the form prescribed by 
the Franchise Tax Board; and 

A filing fee of twenty-five dollars ($25) is paid with each application 
for exemption filed with the Franchise Tax Board after June 30, 1983; 
and 

The Franchise Tax Board issues a determination exempting the orga- 
nization from tax. 

However, the exemption does not extend to the unrelated business tax- 
able income of such organization (see Secfion 23731). Also the exemp- 
tion is not applicable to an organization determined to be a feeder organi- 
zation under Secfion 23702. An organizafion which has been determined 
to be exempt by the department can rely upon such determination so long 
as there are no substantial changes in the law or the organization's char- 
ter, purposes or method of operafion. However, to retain exempt status 
the organization must elect an annual accounfing period, must submit an 
annual return or statement and pay appropriate filing fees. 



• 
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(b) Proof of Exemption. An organization must be organized (char- 
tered, incorporated) and operated (conducting activities) primarily (in 
some cases exclusively) for one or more of the purposes specified in the 
particular section describing the exempt organization. If the organization 
fails to meet the organizational or operational test for the particular sec- 
tion describing the exempt organization, it is not entitled to exemption. 

( 1) An organization claiming exemption under Section 23701 and de- 
scribed in Section 23701a through 2370 Iz shall file with the Franchise 
Tax Board an exemption application (Form FTB 3500) filled out in ac- 
cordance with the instructions on the form or issued therewith. The ex- 
emption application and the attachments thereto shall show the character 
of the organization, the purpose for which it was organized, its actual and 
proposed activities, the sources of its income and the receipts and dispo- 
sition thereof, whether or not any of its income or receipts is credited to 
surplus or may inure to the benefit of any private shareholder or individu- 
al, and in general all facts relating to its operations which may affect its 
right to exemption. To each application there shall be attached a copy of 
the articles of incorporation, declaration of trust or other organizational 
document, the bylaws or other code of regulations, and financial state- 
ments showing assets, liabilities, receipts and disbursements (actual or 
as proposed) of the organization. The organizational document must 
meet the organizational test set out below and the activities or proposed 
activities must meet the operational test. 

(A) Inurement of Income to Member or Individual. Sufficient infor- 
mation must be furnished about benefits and compensation to be received 
by members, officers, directors and employees to insure that it can be said 
they will not receive personal or private inurement. An organization is 
not operated for one or more exempt purposes contained in Section 
23701a through 23701 z of the Revenue and Taxation Code (with some 
exceptions discussed below) if net earnings inure directly or indirectly in 
whole or in part to the personal or private benefit of a member, officer, 
director, employee or individual. 

Inurement means that an individual receives some special benefit 
which is unreasonable under the circumstances because of his member- 
ship or relationship to the organization. Where organizations, exempt un- 
der Section 23701d or 23701n are involved, the activity that leads to in- 
urement may also be a prohibited transaction under Section 23736.1 of 
the Code. If the organization is a private foundation, the violation of the 
prohibitions upon self-dealing set forth in the Internal Revenue Code 
would normally constitute inurement if not corrected. 

1. Under Sections 23701a, 23701b. 237011, 23701J, 23701n and 
23701s the payment of sick, accident, death, unemployment or retire- 
ment benefits out of employer, employee or member contributions does 
not result in personal or private inurement. In most cases, a limited 
amount of income which may be taxable as unrelated business income 
may be used for the payment of permitted benefits. Local associations of 
employees may receive contributions from employers that benefit em- 
ployees without loss of exempt status. Payment of profits to participants 
of exempt diversified management corporations are also permissible 
benefits. 

2. Inurement has been held to have occurred in many situations includ- 
ing the following: 

(I) Unreasonable compensation for services. The facts and circum- 
stances of each case must be examined to determine if the compensation 
is unreasonable. 

(II) Unreasonable rental charges. 

(III) Unsecured loans of doubtful safety. 

(IV) Deferred or retained interest in the assets of an organization 
claiming exemption under Section 23701c, 2370 Id, 2370 If or 2370 Ir. 

(V) Operation of an organization to serve private interests. 

(VI) Self-dealing with the organization; such as, making sales to or 
purchases from the organization which are not reasonable on their face. 

(VII) Lack of a reasonable return on the capital of an organization ex- 
empt under Section 23 70 Id. 

(VIII) Use of the organization's property without adequate payment. 



(IX) Reduction of dues, increase in assets, or provision of more ser- 
vices to members for the same dues which occurs as a result of a social 
and recreational organization's receiving income from the general public 
may be inurement to members. Use of limited income received from the 
general public for the above purposes may be permissible if it is taxable 
as unrelated business income. 

(X) Reimbursement of founder for expenses incurred in connection 
with organization before it was exempt. 

(XI) Payment of part of the general operating expenses of a member- 
ship organization out of income received from the general public normal- 
ly results in inurement. 

(B) Change of exempt classification. 

1 . An organization requesting a change of exempt status more than one 
year after exemption has been granted must submit a new exemption 
application unless clause 2. is applicable. However, supporting informa- 
tion that is still current need not be resubmitted. 

2. If an initial federal exemption application is timely filed and the ex- 
empt classificaUon when received is different than that issued by the 
Franchise Tax Board, a change of classification will be considered with- 
out a formal application if: the request for reclassification is submitted 
within ninety days after issuance of the federal exemption letter. The re- 
quest shall be accompanied by a copy of the federal determination letter 
and any supporting information not previously furnished the Franchise 
Tax Board. 

(2) In addition to the information specifically required under this regu- 
lation, the Franchise Tax Board may require additional information as 
deemed necessary to determine whether an organization is entitled to ex- 
emption under Secdon 23701, including evidence that the organization 
has established exempt status with the Internal Revenue Service. 

(3) An organization applying for exemption from tax or for a change 
(reclassification) of exempt status must pay an application fee of $25 
with the exemption application. However, exceptions to the payment of 
the fee may be made for unincorporated chapters of groups (processed 
on a group basis) and for unincorporated associations or trusts operating 
in California which were exempt from federal taxation prior to January 
1. 1970. A copy of the Internal Revenue Service exempt determination 
letter should be furnished with the application. 

(4) Retroactivity of Exemption. Exempt status may be granted for 
years prior to approval of the exemption application but only to the extent 
the organization establishes it satisfied the exemption requirements dur- 
ing each of such prior years. In no event shall a claim for refund be al- 
lowed unless timely filed under Secfion 19306. 

(c) OrganizaUonal Test. 
(1) In General. 

(A) An organization is organized primarily (in some cases exclusive- 
ly) for one or more exempt purposes only if its articles of organization 
("articles") as defined in paragraph (2) of this subdivision: 

1. Expressly set out an exempt purpose consistent with the purposes 
stated in the section which describes the exempt organization; and 

2. Limit any other purposes or powers of the organization, except to 
an insubstantial degree, to those in furtherance of the purpose. 

3. In the case of an unincorporated association (that is not a trust), ex- 
pressly state that the organization is organized for nonprofit purposes and 
that individuals will not profit therefrom. However, associations de- 
scribed in Secfion 23701h or 23701x (relating to certain fitle-holding 
companies) are not subject to this requirement. 

4. In the case of a domesfic corporation, incorporate the organization 
under Division 2, Parts 1 , 2, 3, 4 or 6 of the California Corporations Code. 
However, incorporation under other provisions of the Corporations Code 
is permitted to the extent provided in Sections 2370 1 h and 2370 1 x ( relat- 
ing to certain title-holding companies). 

(B) In meeting the organizafional test, the organizafion's specific pur- 
pose, may be as broad as. or more specific than, the purposes stated in the 
section which describes the exempt organization. The purpose should 
normally be accomplished by the primary activity of the organization. 
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(C) An organization is not organized primarily for one or more exempt 
purposes if its articles expressly empower it to carry on. otherwise than 
as an insubstantial part of its activities, activities which are not in further- 
ance of one or more exempt purposes, even though such organization is, 
by the terms of such articles, created for a purpose that is no broader than 
the purposes specified in a section describing an exempt organization. 
Thus, an organization that is empowered by its articles "to engage in a 
manufacturing business," or "to engage in the operation of a social club" 
does not meet the organizational test of an organization desiring exemp- 
tion under Section 2370 Id regardless of the fact that its articles may state 
that such organization is created "for charitable purposes" within the 
meaning of Section 23701d. 

(2) Articles of Organization. For the purposes of this section, the term 
"articles of organization" or "articles" includes the trust instrument, the 
corporate charter, the articles of association, or any other written instru- 
ment by which the organization is created. 

(3) If before January 1. 1970 an organization has been determined to 
be an exempt organization by the Franchise Tax Board, the fact that such 
organization does not meet the organizational test prescribed by this 
paragraph shall not be a basis for revoking such determination. 

(d) Operational Test. 

( 1 ) Primary Activities. An organization will be regarded as "operated 
primarily" or "operated exclusively" for one or more exempt purposes 
only if it engages primarily in activities which accomplish one or more 
of such exempt purposes specified in the section (23701a through 
2370 Iz) which describes the exempt organization. An organization will 
not be so regarded if more than an insubstantial part of its activities is not 
in furtherance of an exempt purpose. 

(2) Exempt stahjs will be recognized in advance of operations (or in- 
corporation), where proposed operations are planned to begin within one 
year and can be described in sufficient detail to permit a conclusion that 
the organization will clearly meet the particular requirements of the sec- 
tion under which exemption is claimed. A mere restatement of purposes 
or a statement that proposed activities will be in furtherance of such pur- 
poses will not satisfy these requirements. The organization must fully de- 
scribe the activities in which it expects to engage, including the stan- 
dards, criteria, procedures, or other means adopted or planned for 
carrying out the activities; the anticipated source of receipts, and the na- 
ture of contemplated expenditures. Where the Franchise Tax Board con- 
siders it warranted, a record of actual operations may be required before 
a determination letter will be issued. 

(A) Where exempt operations do not actually begin within the year an 
attachment should be added to the annual report to explain the delay and 
to outline plans for conducting activities during the next year. Failure to 
explain such inactivity will be cause for revocation of the exempt status 
since an inactive organization is not operated for exempt purposes and 
therefore is not entitled to exemption from tax. 

(B) Organizations that commence exempt operations and later become 
inactive are subject to loss of exempt status unless they include an attach- 
ment on their annual report to explain that their inactivity is temporary 
and to outline their plans for becoming active in the near future. 

(e) The words "private shareholder or individual" in Sections 23701a 
through 23701 z refer to persons having a personal or private interest in 
the activities of the organization. 

(f) Every organization which has established its right to exemption 
shall submit an annual report or statement as required by Sections 23772. 
Also, the organization shall maintain adequate operational and financial 
records to show that its operations are conducted in an exempt manner. 
Changes in the character, operations or purposes of an exempt organiza- 
tion shall be reported in writing to the Franchise Tax Board for evaluation 
as to whether the organization's exempt status is affected. In cases where 
the organization's exempt status is revoked either by suspension of cor- 
porate powers or for failure to elect an accounting period, or to file an an- 
nual return or statement (see Sections 23776 and 23778 for reinstatement 
provisions). 



(g) Every exempt organization shall make its records available or shall 
submit, in addition to its annual information return or statement, such ad- 
ditional information as may be required by the Franchise Tax Board for 
the purpose of enabling it to inquire further into the organization's ex- 
empt status and to administer the provisions of Chapter 4 of the Bank and 
Corporation Tax Law. 

(h) Withdrawal of Applications. Applications for exemption may be 
withdrawn, upon the written request of one of the principal organizers or 
his/her attorney, at any time prior to the issuance of a determination letter. 
However, even though the application is withdrawn, the application, sup- 
porting documents and the application fee will be retained by the Fran- 
chise Tax Board and will not be returned to the organization. 

(i) Group Exemptions for Unincorporated Chapters. 

( 1 ) A central organization (one which has one or more California sub- 
ordinates under its general supervision or control) may apply for exemp- 
tion for itself and unincorporated subordinates (chapter, local, post or 
unit). A central organization may be a subordinate itself, for example, a 
state organization which has subordinate units and may itself be affiliated 
with a national organization or a district of a state organization. This pro- 
cedure will relieve each of the subordinate unincorporated chapters from 
applying separately for exemption. 

(2) The organization applying for a group exemption letter must estab- 
lish its own exempt status. It must also establish that the unincorporated 
subordinates to be included in the group are: 

(A) Affiliated with it; 

(B) Subject to its general supervision and control; and 

(C) Exempt under the same lettered section under Section 23701 al- 
though not necessarily exempt under the same section as the national, 
state or parent (central) organization. 

(3) Each subordinate to be included in the exempt determination must 
be formed under a standard constitution, articles of association or by- 
laws, and must authorize the central organization in writing to include it 
in the group exemption letter. 

(4) A central organization seeking a group exemption letter for its sub- 
ordinates must establish its own exemption separately by filing an ex- 
emption application form. In addition to the information required to es- 
tablish its own exemption or information not previously furnished, if it 
is already exempt, it must include in the application for group exemption: 

(A) Information verifying the existence of the relationships set out in 
paragraph 2(A) and (B) above. 

(B) A description of the principal purposes and activities of subordi- 
nates. 

(C) A sample copy of uniform governing instrument for subordinates. 

(D) An affirmation to the effect that, to the best of the central organiza- 
tion's knowledge, the subordinates are operating in accordance with the 
stated purposes. 

(E) A statement that each subordinate to be included in the group ex- 
emption letter has furnished written authorization to the parent organiza- 
tion. 

(F) A list of all California subordinates, mailing addresses and corpo- 
ration numbers or Franchise Tax Board organization numbers if as- 
signed. If an annual group report will be submitted, the organizations to 
be included in the report should be identified. Each subordinate that can- 
not be included in the annual information group report or statement must 
be assigned an organization number by the Franchise Tax Board if it is 
not incorporated or qualified to do business in California. 

(5) Information required annually to maintain a group exemption let- 
ter. The national, central or state organization must submit annually with- 
in 45 days after the close of the annual accounting period of subordinate 
chapters, to the Franchise Tax Board, attention: 

(A) Information regarding all changes in the purpose, character, or 
method of operation of subordinates included in the group exemption let- 
ter. 

(B) A complete listing, with addresses, of all active California chap- 
ters, showing the corporation or organization number assigned by this de- 
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partmont (when one has been assigned). If a group report will be sub- 
mitted, the listings should indieate all subordinates that are authorized to 
and will be included in the group report. The list should be marked to indi- 
eate which subordinates have changed their names or addresses during 
the year. Any new subordinate formed during the year shall be clearly 
identified. 

(C) A separate listing should show all subordinates that have ceased 
to exist since the last report and those that have disaffiliated from the cen- 
tral organization. 

(D) Each subordinate must be included in an information return or 
statement submitted annually. Subordinates that meet the requirements 
may be included in a group report, any subordinate not authorized and not 
included in the group return must submit an individual return or state- 
ment. 

(E) Submission of the above information does not relieve the central 
organization or any of its subordinates of the duty to submit such addi- 
tional information as the Franchise Tax Board may require to permit it 
to determine whether the conditions for continued exemption are met. 

(6) Termination of a group exemption letter. 

(A) Termination of a group exemption letter will result in nonrecogni- 
lion of the exempt status of all included subordinates. To reestablish an 
exempt status in such cases, each subordinate must file an exemption 
application or a new group exemption must be applied for and secured. 

(B) If a central or state organization covered by a group exemption let- 
ter ceases to exist, the group exemption letter will be terminated. 

(C) Failure of the central or state organization to submit an annual hst- 
ing or information return for itself (where required) and for its subordi- 
nates which are included in the group letter and designated to be included 
in a group report may result in termination of the group exemption letter. 

(D) If a subordinate which is covered by the group letter and which is 
required to report separately to the Franchise Tax Board does not submit 
an annual report, its exempt status may be terminated on an individual 
basis. Tlie group exemption letter will no longer be applicable to such 
subordinate, but will otherwise remain in effect. Where a subordinate's 
exemption is terminated on an individual basis it must reapply for exemp- 
tion on an individual basis. 

(7) Unincorporated associations that are covered by a group letter that 
later incorporate or new chapters of such groups that form corporations 
must submit an individual application with fee to establish exempt status. 
However, in such cases the exemption application can be abbreviated as 
indicated in the instructions to Form 3500. 

NOTE: Authority cited: .Section 19503, Revenue and Taxation Code. Reference: 
Section 23701, Revenue and Taxation Code. 

History 

1. New Article 1 (Sections 23701, 23701(a)-23701(i), 23701 (k)-2370](m), 
23701 n( 1)-23701 n(3), 2370](r). 23701 (s). 23702, 23703, 23707-23709) filed 
7-13-73; effective thirtieth day thereafter (Register 73, No. 28). 

2. Amendment of subsection (b) filed 2-7-78; effective thirtieth day thereafter 
(Register 78, No. 6). 

3. Amendments of subsections (b) and (c) filed 9-3-82; effective thirtieth day 
thereafter (Register 82, No. 37). 

4. Amendment filed 6-9-86; effective thirtieth day thereafter (Register 86, No. 
26). 

5. Amendment filed 8-25-88; operative 9-24-88 (Register 88, No. 36). 

6. Change without regulatory effect amending subsections (a)(1), (b)(1)(A), 
(b)(4), (c)(l)(A)4., (d)(1) and (e) and amending Note filed 7-28-97 pursuant 
to section 100, title 1, California Code of Regulations (Register 97, No. 31). 

§ 23701a. Labor, Agricultural, and Horticultural 
Organizations. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No 37. 

§ 23701 b. Fraternal Beneficiary Societies. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 



History 
1 . Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No 37). 

§ 23701c. Cemetery Companies and Crematoriums. 

NotE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No 37). 

§ 23701 d. Religious, Charitable, Scientific, Literary, 

Educational Organizations and Prevention of 
Cruelty to Children or Animals. 

NOTE: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

HlSlOR^' 
1 . Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No 37). 

§ 23701 e. Business Leagues. 

NOTE: Authority and reference cited: Section 26422, Re\ enue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effective thirtieth day thereafter (Regi.ster 82, No 37). 

§ 23701 f. Dedication of Assets. 

The assets of organizations desiring exemption under Section 2370 If 
must be irrevocably dedicated to an exempt purpose. The dedication 
must be in the articles of incorporation. 

(a) All organizations desiring exemption under Section 2370 If (ex- 
cept a local association of employees) must provide in their articles of in- 
corporation that their assets are irrevocably dedicated to social welfare 
purposes. The dedication must cover any income of the organization (in- 
cluding dues, fees or assessments or services) or assets purchased with 
such income. That in case of dissolution the assets of the organization 
will be distributed to an organization organized and operated for social 
welfare purposes and exempt under Section 501(c)(3) or 501 (c)(4) of the 
Internal Revenue Code. A sample irrevocable dedication-dissolution 
clause is as follows: 

"The assets of this corporation are irrevocably dedicated to social wel- 
fare purposes and no part of the profits shall ever inure to the benefit of 
a director, officer member or the benefit of any private shareholder or in- 
dividual. On the dissolution or winding up of this corporation, its assets 
remaining after payment of, or provision for the payment of, all debts and 
liabilities of this corporation shall be distributed to a nonprofit organiza- 
tion that is organized and operated exclusively for social welfare pur- 
poses and that has established its tax exempt status under Section 
501(c)(3) or 501(c)(4) of the Internal Revenue Code." 

(b) A local association of employees must provide in their articles of 
incorporation that in case of dissolution their assets will be distributed for 
charitable, educational or "public recreational purposes." The deduction 
should normally be to an organization which has established its exempt 
status under Section 501(c)(3) of the Internal Revenue Code. 

(c) Lack of a dedication clause in the articles will not be made the sole 
basis for revocation of an exempt determination made by the Franchise 
Tax Board prior to 1 972. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23701(f), Revenue and Taxation Code. 

History 
1. Amendment filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 
37). 

§ 23701 g. Social and Recreation Organizations. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23701 h. Title Holding Corporations. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 
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§ 23701 i. Voluntary Employees' Beneficiary Association. 

NOTIi; Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37) 

§ 23701 k. Religious or Apostolic Associations or 
Corporations. 

NOTK: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 237011. Fraternal Society. 

NOTli: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23701m. Diversified Management Corporations. 

NOTh: Authority cited: Secfion 26422, Revenue and Taxation Code. Reference: 
Section 23701m, Revenue and Taxation Code. 

History 
1. Repealer filed 8-25-88; operative 9-24-88 (Register 88, No. 36). 

§ 23701 n(1 ). Supplemental Unemployment Benefit Trust. 

NOTH: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 23701 n(2). General Rules. 

NOTE: Authority and reference cited: Section 26422 Revenue and Taxafion Code. 

History 

1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 23701 n(3). Relation to Other Sections of the Code. 

NotH: Authority and reference cited: Section 26422 Revenue and Taxation Code. 

History 

1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23701 r. Support of Political Candidates. 

NOTE:: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 23701s. Certain Funded Pension Trusts. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effecfive thirtieth day thereafter (Register 82, No. 37). 

§ 23702. Feeder Organizations. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 23703. Loss of Exemption for Failure to Register or File 
Periodic Reports with Attorney General. 

(a) Any organization which receives or holds assets for charitable pur- 
poses must normally register with the Attorney General (Registry of 
Charitable Trusts) within six months after the receipt of assets for charita- 
ble purposes. Also the above described organization must file an annual 
report with ihe Registry of Charitable Trusts. 

(b) Failure to register or file the annual report may cause the Attorney 
General (Registry of Charitable Trusts) to notify this department to disal- 
low the exemption for the period involved. When such a notice is re- 
ceived, the department will notify the organization and make an asses- 
sment of the minimum tax, as provided by Section 23153, for each year 
or part thereof which is involved. Failure to pay the tax will result in the 



suspension (termination of the corporate status) or the current revocation 
of exempt status. 

(c) To be reinstated, the organization must satisfy the requirements of 
the Attorney General and pay the taxes assessed. This department must 
receive notice from the Attorney General (Registry of Charitable Trusts) 
that the organization is now in compliance with these requirements. Also, 
if suspension or current revocation of exempt status occurred because the 
minimum tax was not paid, the organization must comply with the re- 
quirements of Section 23776 or 23778. 

NOTI-:: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23703, Revenue and Taxation Code. 

History 
1 . Amendment of subsection (b) filed 8-25-88; operative 9-24-88 (Reaisler 88, 

No. 36). 

§ 23707. Termination of a Private Foundation. 

(a) Section 23707 states that a termination of a private foundation un- 
der federal law is a valid termination under state law. Also a termination 
by the State Attorney General is a valid termination for Franchise Tax 
Board purposes. 

(1 ) Where a private foundation receives notice that its status as a pri- 
vate foundation has been changed or terminated, a copy of any such no- 
tice should be forwarded by the private foundation to the Franchise Tax 
Board within 60 days. 

(2) Where a private foundation terminates its status as a private foun- 
dation by distribution of all its assets to a properly qualified organization, 
this information should be indicated on its final annual information re- 
port, submitted on or before the 15th day of the fifth month following 
such termination. 

§ 23708. Classification as a Private Foundation. 

(a) Any organization that has been classified as a private foundation 
or informed that it will be treated as a private foundation under federal 
law must inform the Franchise Tax Board of this classificauon on its an- 
nual information return (Form 199). 

(b) Section 23708 as well as Corporafions Code Section 5260 and im- 
pose federal restrictions on private foundations. The enforcement of 
these restrictions is considered the responsibility of the Attorney General 
working in conjunction with the Internal Revenue Service. Therefore, if 
violators of the above restrictions are discovered by the Franchise Tax 
Board they will be called to the attention of the Attorney General rather 
than revoking the exemption as might otherwise be proper. 

NOTE: Authority cited; Section 26422, Revenue and Taxation Code. Reference: 
Section 23708, Revenue and Taxation Code. 

History 
1. Amendment filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 
37). 

§ 23709. Definition of a Private Foundation. 

NOTE: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 



Article 2. Taxation of Business Income of 
Most Exempt Organizations 

§ 23731 .* Imposition of Rates of Tax. 

(a) Section 23731 of the Revenue and Taxation Code imposes a tax 
upon the unrelated business taxable income of all organizaUons (includ- 
ing some trusts) otherwise exempt from tax under Secfion 23701 of the 
Revenue and Taxafion Code. The tax is also applicable to some nonex- 
empt trusts. However, quasi-governmental organizations that are 
formed to carry out a function of the state and which are under the control 
of the state are considered state agencies to which the tax is not applica- 
ble. Under subdivision (a) corporations, associafions and business trusts 
are subject to the corporafion rates imposed by Secfion 23151 or Section 
23501 of the Revenue and Taxafion Code. Under subdivision (b) trusts 
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arc subject to individual rates imposed by Section 1 7041 of the Revenue 
and Taxation Code. No deduction for personal exemption or exemption 
credit is allow/ed a trust in computing unrelated business taxable income. 
(b) Applicability of Llnrelated Business Income Tax. 

( 1 ) Subdivision (a) is applicable for income years beginning after De- 
cember 31.1 970. 

(2) For income years beginning before January 1 , 1 97 1 the tax set out 
in Subdivision (a) is applicable only at the corporation rate and only 
applicable to organizations exempt under Section 23701 of the Revenue 
and Taxation Code and described in Sections 23701a, 2370 Id, 2370 1 e 
or 2370 In of the Revenue and Taxation Code and to organizations de- 
scribed in Section 23701 h of the Revenue and Taxation Code if income 
is payable to an organization which itself is subject to the tax imposed un- 
der Section 23731 of the Revenue and Taxadon Code or to a church or 
convention of churches. 

(3) (A) For income years beginning before January 1. 1970, the tax 
was not applicable to churches or associations of churches which are ex- 
empt under Section 2370 Id of the Revenue and Taxation Code. 

(B) The term "church" includes a religious order or a religious organi- 
zation if such order or organization (a) is an integral part of a church, and 
(b) is engaged in carrying out the functions of a church, whether as a civil 
law corporation or otherwise. In determining whether a religious order 
or organization is an integral part of a church, consideration will be given 
to the degree to which it is connected with, and controlled by, such 
church. A religious order or organization shall be considered to be en- 
gaged in carrying out the functions of a church if its duties include the 
ministration of sacerdotal functions and the conduct of religious worship. 

If a religious order or organization is not an integral part of a church, 
or if such an order or organization is not authorized to carry out the func- 
tions of a church (ministration of sacerdotal functions and conduct of reli- 
gious worship) then it is subject to the tax imposed by Section 23731 of 
the Revenue and Taxation Code whether or not it engages in religious, 
educational, or charitable activities approved by a church. What consti- 
tutes the conduct of religious worship or the ministration of sacerdotal 
functions depends on the tenets and practices of a particular religious 
body constituting a church. If a religious order or organization can fully 
meet the requirements stated in this subparagraph, exemption from the 
tax imposed by Section 23731 of the Revenue and Taxation Code will 
apply to all its activities (prior to 1 970), including those which it conducts 
through a separate corporation (other than a corporation described in 
Section 2370 Ih of the Revenue and Taxation Code) or other separate en- 
tity which it wholly owns and which is not operated for the primary pur- 
pose of carrying on a trade or business for profit. Such exemption from 
tax will also apply to activities conducted through a separate corporation 
(other than a corporation described in Section 2370 1 h of the Revenue and 
Taxation Code) or other separate endty which is wholly owned by more 
than one religious order or organization, if all such orders or organiza- 
tions fully meet the requirements stated in this subparagraph and if such 
corporation or other entity is not operated for the primary purpose of car- 
rying on a trade or business for profit. 

(C) Churches and conventions or associations of churches are not en- 
titled to most of the transidonal rules provided for under federal law. 

(4) Trusts. 

(A) The taxes imposed by Section 2373 1 of the Revenue and Taxation 
Code apply incaseof a trust which is exempt under Section 23701 of the 
Revenue and Taxation Code. The tax also applies to nonexempt trusts 
treated as exempt organizations because of Section 4947(a)( 1 ) of the In- 
ternal Revenue Code. The tax is also imposed on many types of trusts un- 
der the Personal Income Tax Law by Section 17651 of the Revenue and 
Taxation Code. These trusts include exempt deferred compensation 
trusts (as defined in Section 17501 of the Revenue and Taxation Code, 
with any tax imposed by Section 17651 of the Revenue and Taxation 
Code). 

(B) However, if any of the above trusts conduct a business which is a 
separate taxable entity on the basis of all of the facts and circumstances. 



for example, an association taxable as a corporation, the business will be 
taxable as a feeder organization described in Section 23702 of the Reve- 
nue and Taxation Code. 

(c) Title Holding Companies. 

(1) In General. If a corporation described in Section 23701h of the 
Revenue and Taxation Code pays any amount of its net income to an or- 
ganization exempt from taxation under Section 23701 of the Revenue 
and Taxation Code (or would pay such an amount but for the fact that the 
expenses of collecting its income exceed its income), and if such corpora- 
tion and such organization file a consolidated federal information tax re- 
turn for such taxable year, then such corporation shall be treated, for pur- 
poses of the tax imposed by Section 2373 1 of the Revenue and Taxation 
Code, as being organized and operated for the same purposes as such or- 
ganization, as well as for its title-holding purpose if it attaches a copy of 
its federal consolidated return to its Form 199, 199B, or 109. Therefore, 
if an item of income of the Section 2370 1 h of the Revenue and Taxation 
Code coiporation is derived from a source which is related to the exempt 
function of the exempt organization to which such income is payable and 
with which such corporation files a consolidated federal information re- 
turn, such item is, together with all deductions connected therewith, ex- 
cluded from the determination of unrelated business taxable income un- 
der Section 23732 of the Revenue and Taxation Code and shall not be 
subject to the tax imposed by Section 2373 1 of the Revenue and Taxation 
Code. If, however, such item of income is derived from a source which 
is not so related, then such item, less all deductions directly connected 
therewith, is, subject to the modifications provided in Section 23732(b) 
of the Revenue and Taxation Code, unrelated business taxable income 
subject to the tax imposed by Section 2373 1 of the Revenue and Taxation 
Code. 

(2) The provisions of subparagraph (1) may be illustrated by the fol- 
lowing example: 

EXAMPLE. 

The income of X, a Section 23701 h of the Revenue and Taxation Code 
corporation, is required to be distributed to exempt organization A. Dur- 
ing the taxable year X realizes net income of $900,000 from source M and 
$100,000 from source N. Source M is related to A"s exempt function, 
while source N is not so related. X and A file a consolidated Federal Form 
990T for such taxable year and furnish a copy of the 990T with X"s Form 
109. X has net unrelated business income of $100,000, subject to the 
modifications in Section 23732(b) of the Revenue and Taxation Code. If 
no unrelated business income tax is due, a copy of the consolidated Fed- 
eral Form 990 will be filed with X's Form 199. 

(3) Effective Dates. Paragraphs (1) and (2) of this subdivision apply 
with respect to taxable years beginning after December 31,1 970. For tax- 
able years beginning before January 1 , 1971, a corporation described in 
Section 23701 h of the Revenue and Taxation Code and otherwise exempt 
from taxation under Secdon 23701 of the Revenue and Taxation Code is 
taxable upon its unrelated business taxable income only if such income 
is payable either — 

(A) to a church or convendon or association of churches, or 

(B) to any organization subject, for taxable years beginning before 
January 1, 1971, to the tax imposed by Section 23731 ofthe Revenue and 
Taxation Code. 

(d) The fact that any class of organizations exempt from taxation under 
Section 23701 ofthe Revenue and Taxation Code is subject to the unre- 
lated business income tax under Section 2773 1 ofthe Revenue and Taxa- 
don Code and this regulation does not in any way enlarge the permissible 
scope of business activities of such class for purposes of the continued 
qualification of such class under Section 23701 of the Revenue and Taxa- 
tion Code. 

(e) Assessment and Collections: Since the taxes imposed by Article 2 
of Chapter 4 are taxes imposed by Section 23 15 1 , or Section 23501 , or 
Section 17041 ofthe Revenue and Taxation Code, all provisions of law 
and ofthe regulations applicable to taxes imposed under Section 23151 
or Section 23501 , or Section 17041 ofthe Revenue and Taxation Code are 
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applicable to Ihc assessment and collection of taxes imposed by Section 
2373 1 of the Revenue and Taxation Code. Organizations subject to the 
tax imposed by Section 23731 of the Revenue and Taxation Code are 
subject to the same provisions, including penalties, as are provided in the 
case of the income tax of other corporations. In the case of a trust subject 
to tax under Section 23731 or Section 17651 ofthe Revenue and Taxation 
Code, the fiduciaries for such trusts are subject to the same provisions, 
including penalties, as are applicable to fiduciaries in the case ofthe in- 
come tax of other trusts. 

(f) Returns. For requirements of filing annual returns with respect to 
unrelated business income tax see Section 23771 of the Revenue and 
Taxation Code. Estimated tax returns must be filed but as the tax is im- 
posed by Chapter 3 of Part II, Division 2, the payment of at least the mini- 
mum tax with the first in.stallment is not required. Filing of Form 109 is 
in addition to Form 199 or 199B. 

(g) Tax on Preference Items. The tax imposed by Section 23400 or 
Section 1 7062 of the Revenue and Taxation Code applies to an organiza- 
tion subject to tax under Section 2373 1 or Section 1 765 1 of the Revenue 
and Taxation Code with respect to items of tax preference which enter 
into the computation of unrelated business taxable income. For this pur- 
pose, only those items of income and those deductions entering into the 
determination of tax imposed by this section are considered in the deter- 
mination of the items of tax preference under Section 1 7063 of the Reve- 
nue and Taxation Code. 

(h) Taxable Years, Method of Accounting, Etc. The taxable year (fis- 
cal year or calendar year, as the case may be) of an organization shall be 
determined without regard to the fact that such organization may have 
been exempt from tax during any prior period. In computing unrelated 
business net income, the determination of the taxable year for which an 
item of income or expense is taken into account shall be made under the 
provisions of the Bank and Corporation Tax Law, and the regulations 
thereunder, whether or not the item arose during a taxable year beginning 
before, on or after December 31, 1950. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23731, Revenue and Taxation Code. 

History 

1. Repealer of Sections 23732, 23732e-23732h, 23733-23733a, 23734, 23735, 
23735a, 23735c, 23735c.l, 23771, 23772.5 and new Sections 23731, 
23732(a)(]). 23732(a)(2), 23732(b)(1). 23733, 23734-23734a(l ), 
23734-23734a(2), 23735(a)(2). 23735(f)( 1 ). 23735(g)( 1 ) filed 7-1 3-73; effec- 
tive thirtieth day thereafter (Resister 73, No. 28). For prior history, see Register 
64, No. 25. 

2. Amendment of subsection (f) filed 9-3-82; effective thirtieth day thereafter 
(Register82, No. 37). 

3. Change without regulatory effect amending section and Noth filed 8-28-97 
pursuant to section 1 00, title 1 , California Code of Regulations (Register 97, No. 
35). 



'^- This regulation is substantially the same as Fed. Reg. 1 .51 1. 

§23732-1. Definition. 

NOTt-:: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23732, Revenue and Taxation Code. 

History 

1. Renumbering and amendment of Section 23732(a)( 1 ) to Section 23732-1 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

2. Change without regulatory effect repealing Section 23732-1 filed 9-19-88 
(Register 88, No. 40). 

§ 23732-2. Definition Applicable to Taxable Years 
Beginning Before December 13, 1967. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23732. Revenue and Taxation Code. 

History 
1 . Renumbering and amendment of Section 23732(a)(2) to Section 23732-1 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 



2. Change without reeulatory effect repealing Secfion 23732-2 filed 9-19-88 
(Register88, No. 40). 

§ 23732-3. Modifications. 

NOTF.: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23732, Revenue and Taxation Code. 

History 

1 . Renumbering and amendment of Section 23732(b)( 1 ) to Section 23732-3 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

2. Change without regulatory effect repealing Section 23732-3 filed 9-19-88 
(Register 88, No. 40). 

§ 23733. Special Rules Applicable to Partnerships. 

Noi E: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23734-23734a(1 ). Definition of Unrelated Trade or 
Business. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 23734-23734a(2). Definition of Unrelated Trade or 
Business Applicable to Taxable Years 
Beginning Before December 13, 1967. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 23735(a)(1). Unrelated Debt-Financed Income and 
Deductions. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 2-22-74; effective thirtieth day thereafter (Register 74, No. 
8). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23735(a)(2). Article 2 Lease Rents and Deductions for 
Taxable Years Beginning Before January 1, 
1971. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 23735(b)(1). Definition of Debt-Financed Property. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 2-22-74; effective thirtieth day thereafter (Register 74, No. 
8). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23735(c)(1). Acquisition Indebtedness. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 2-22-74; effective thirtieth day thereafter (Register 74, No. 
8). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23735(d)(1). Basis of Debt-Financed Property Acquired 
in Corporate Liquidation. 

NOTE: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 

1 . New section filed 2-22-74; effective thirtieth day thereafter (Resister 74. No. 
8). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23735(e)(1). Allocation Rules. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 
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History § 23735(g)(1). Article 2 Lease Indebtedness. 

1 . New section filed 2-22-74; effeclive thirtieth day thereafter (Register 74, No. NOTI- Authority and reference cited: Section 26422, Revenue and Taxation Code. 
*^*- History 

2. Repealer filed 9-3-82: effective thirtieth day thereafter (Register 82. No. 37). 1- Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23736-23736.4(a). Denial of Exemption to Organizations 
§ 23735(f)(1 ). Definition of Article 2 (Business Lease). Engaged in Prohibited Transactions. 

NoTt;: Authority and reference cited: Section 26422. Revenue and Taxation Code. NOTE: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History History 

1 . Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 1 . Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 
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§ 23736-23736.4b. Future Status of Organization Denied 
Exemption. 

Ncyn-: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
! . Repealer tiled 9 .V82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23736-23736.4C. Disallowances of Certain Charitable, 
etc., Deductions. 

NOTl-: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
i . Repealer filed 9-.V82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 23737.* Denial of Exemption Under Section 23701 d in the 
Case of Certain Organizations Accumulating 
Income. 

The restrictions enumerated in Section 23737 are in addition to and not 
in limitation of the restrictions contained in Section 23701d. Even though 
an organization has not violated any of the terms of Section 23737. it still 
may not qualify for tax exemption in view of the general provisions of 
Section 2370 Id. Thus, if an officer, director, trustee or fiduciary of the 
organization (whether or not he is also a creator of such organization) en- 
ters into a transaction with the organization, such transaction will be 
closely scrutinized in light of the fiduciary principle requiring undivided 
loyalty to ascertain whether the organization is in fact being operated for 
the stated exempt purposes. 

For any income year beginning after December 31, 1950, any organi- 
zation described in Section 23701d other than an organization described 
in Section 23736 shall not be exempt under Section 23701d if the 
amounts accumulated out of income during the income year or any prior 
income year, (including income years beginning prior to January 1, 
1951), and not actually paid out for exempt purposes by the end of the 
income year are unreasonable. Amounts accumulated out of income be- 
come unreasonable when more income is accumulated than is needed, or 
when the duration of the accumulation is longer than is needed, in order 
to carry out the purpose constituting the basis for the organization's ex- 
emption. Furthermore, an organization shall not be exempt under Section 
2370 Id if amounts accumulated out of income are used to a substantial 
degree for purposes or functions other than those constituting the basis 
for the organization's exemptions, or ifsuch amounts are invested in such 
a manner as to jeopardize the carrying out of the purpose or function con- 
stituting the basis for the organization's exemption. 

For the purpose of Section 23737, the term "income" means gains, 
profits, and income determined under the principles applicable in deter- 
mining the earnings or profits of a corporation. The amount accumulated 
out of income during the income year or any prior income year shall be 
determined under the principles applicable in determining the accumu- 
lated earnings or profits of a corporation. In determining the reasonable- 
ness of an accumulation out of income, there will be disregarded the fol- 
lowing: (1) the accumulation of gain upon the sale or exchange of a 
donated asset to the extent that such gain represents the excess of the fair 
market value of such asset when acquired by the organization over its 
substituted basis in the hands of the organization; (2) the accumulation 
of gain upon the sale or exchange of property held for the production of 
investment income, such as dividends, interest, and rents, where the pro- 
ceeds of such sale or exchange are within a reasonable time reinvested 
in property acquired and held in good faith for the production of invest- 
ment income. 

Where the conditions specified in paragraphs (a), (b), and (c) of Sec- 
tion 23737 are present in any case must be determined from all the facts. 
The conditions specified in Section 23737 may result from the use of only 
one organization or of a chain of two or more organizations. 

An organization that has lost its exempt status by reason of the provi- 
sions of Section 23737 may. in order to re-establish its exemption, tile 
a claim for exemption with the Franchise Tax Board. Form 190, the ex- 
emption application, a copy of which may be obtained from any branch 
office, shall be used for this purpose. The claim for exemption must con- 



tain or be accompanied by information or evidence showing that the cir- 
cumstances that caused the loss of exemption under Section 23737 no 
longer exist, and an affidavit, by a principal officer of such organization 
authorized to make such affidavit, that the organization will not know- 
ingly again violate the terms of Section 23737. See Section 23701 for 
proof of exemption requirements in general. The provisions of Section 
23737 contemplate that an organization denied exemption thereunder 
will be subject to taxation for at least one full income year. For the pur- 
pose of this regulation, the term "income year" means the established an- 
nual accounting period of the organization next succeeding the year in 
which the transaction occurred; or, if the organization has no such estab- 
lished annual accounting period, the "income year" of the organization 
means the calendar year next succeeding the year in which the transac- 
tion occurred. 

In the case of an organization denied exemption under Section 2370 1 d 
solely by reason of the provisions of Section 23737, deducfions other- 
wise allowable under Sections 24357 to 24359. inclusive, for gifts or con- 
tributions to such organizations shall not be disallowed. 



* This regulation is substantially the same as Section 29.3814-1 , Fed. Reg. 111. 

Article 3. Returns, Revocation and 
Suspension of Exempt Organizations 

§ 23771. Unrelated Business Income Returns — Exempt 
Organizations. 

(a) Every organization or trust which is otherwise exempt under Sec- 
tion 23701, except quasi-governmental organizations which are con- 
trolled by the state, shall make a return on Form 109 for each taxable year 
if it has gross income, including in compudng unrelated business taxable 
income for such taxable year, of $1,000 or more. The filing of a return 
of unrelated business income does not relieve the organization of the duty 
of filing other required returns. 

(b) For calendar years prior to 1971 subdivision (a) is only applicable 
to organizations described in Sections 23701a, 23701d, 23701c, 23701 n 
and 23701h (where income is payable to an organization which is subject 
to the tax or to a church or to a convention or association of churches). 

(c) Subdivision (a) is applicable to churches only for calendar year 
1970, and subsequent years. 

(d) Deferred compensation plans exempt under Section 17631 which 
have unrelated business income of $1,000 or more are required to file 
Form 109 for accounting periods ending December 1971, and subse- 
quent. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Sections 23701, 23701a, 23732-23734, 23734a, 23733, 23771, 23772, 
23774-23778, Revenue and Taxation Code. 

History 

1 . New Article 3 (Regs. 2377 1 and 23772.5) filed 1 2-14-64; effective thirtieth day 
thereafter (Register 64, No. 25). 

2. Repealer of Article 3 (Regs. 23771 and 23772.5) and new Article 3 (Regs. 
23771, 23772-23774. 23775-23778) filed 7-13-73; effective thirtieth day 
thereafter (Register 73, No. 28). 

§ 23772. Information Returns and Statements. 

Exempt Organizations. 

(a) For income years ending December 31, 1971 and subsequent years 
all exempt organizations or trusts and nonexempt trusts treated as a pri- 
vate foundation because of Section 4947(a)(1) of the Internal Revenue 
Code (I.R.C.) must file a Form 199 (Exempt Organization Annual Infor- 
mation Return). 

(1 ) A completed Form 199 is required from any organizafion. except: 

(A) A church, an interchurch organization of local units of a church, 
a convention or association of churches, or an integrated auxiliary of a 
church such as a men's or women's organization, religious school, mis- 
sion society, or youth group; 

(B) An exclusively religious activity of any religious order; 
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(C) An organization (other tiian a private foundation) the gross re- 
ceipts of which in each taxable year are normally not more than $25,000 
(as described in subdivision (i) of this regulation); 

(D) A mission society sponsored by or affiliated with one or more 
churches or church denominations, more than one-half of the activities 
of which society are conducted in, or directed at persons in, foreign coun- 
tries; 

(E) Nonprofit exempt quasi-governmental organizations formed to 
carry out a function of the State or a public body, that are carrying out that 
function and are controlled by the Stale or a public body. Such an organi- 
zation must have been formed to support a function of the Slate, county, 
city or other political body, it must be operating for this purpose and the 
majority of the directors must be under the control of the State or appro- 
priate political body. Upon dissolution, the assets must be turned over to 
the State, county, city, or other political body. 

Noth: a stock bonus, pension or profit-sharing trust exempt under Section 1 763 1 
is not required to file Form 199. However, unrelated business income of $1,000 
or more requires the filing of Form 109. See Section IH.'^Ob. 

(2)( A) The information required to be furnished by each organization 
required to file Form 199 is: 

1. Its gross sales and receipts from all sources during the year except 
dues and contributions set out in clauses 2. and 3. below. For this purpo.se 
gross receipts includes tax exempt income. The cost of goods sold and 
the cost or other basis and sales expenses of assets will be shown and sub- 
tracted from the above to arrive at gross income. 

2. Gross dues and assessments from members and affiliates for the 
year. Social or recreational clubs must furnish additional information on 
source of receipts. 

3. The total of the contributions, gifts, grants and similar amounts re- 
ceived during the taxable year. 

4. Gross receipts for filing requirements. 

5. Its expenses incurred within the year attributable to gross income. 

6. Its disbursements (including prior years' accumulations) made 
within the year for the purposes for which it is exempt. 

7. Increase or decrease in net worth. 

8. The total assets and liabilities at the beginning and end of the year. 

9. Information on legislative and political activities. 

10. Other information that may be found necessary to insure that the 
organization is operating in an exempt manner. 

1 1 . For additional information required to be furnished by private 
foundations see subparagraphs (B) and (C) below. 

(B) Alternative detailed reporting requirements. 

1. Any organization, including a private foundation, that is required to 
complete Part II of Form 199 can comply fully with its reporting require- 
ments by completing page 1 of the Form 199 and paying $10.00 filing 
fee, if required, and; 

(I) Attaching a completed copy of the current Registry of Charitable 
Trusts Report CT-2; or 

(II) Attaching a completed copy of Federal Form 990 which includes 
Part I, II, and any required schedules. Also Private Foundations with as- 
sets of $5,000 or more, at any time during its accounting period, must fur- 
nish a copy of the annual report of Private Foundation (Federal Form 
990A-R or substitute report) filed with the Internal Revenue Services; or 

(III) In case of a labor organization a copy of Labor Department Form 
LM-3 may be attached. 

(C) Special rules for organizations which are required to complete Part 
II of Form 199 but which do not use alternative detailed reporting re- 
quirements permitted in subparagraph (B) above. 

1. An itemized schedule must be attached to Form 199 if money, secu- 
rities or other property of $5,000 or more is received as a contribution gift 
or grant directly or indirectly from one person during the year showing 
name, address, date received and total amount received from such per- 
son. In the case of a private foundation (as defined in I.R.C. Section 
509(a)), the names and addresses of all persons who became substantial 
contributors (as defined in I.R.C. Section 507(d)(2)) during the taxable 
year shall be furnished. 



(I) An organization described in Section 2370 Id which meets the 
33 1/3 percent-of-suppori test of the regulations under I.R.C. Section 
1 70(b)( 1 )(A)(vi) (without regard to whether such organization otherwise 
qualifies as an organization described in I.R.C. Section 170(b)(1)(A) 
I.R.C.) is required to provide the name and address of a person who con- 
tributed, bequeathed or devised $5,000 or more during the year only if 
this amount is in excess of 2 percent of the total contributions, bequests 
and devises received by the organization during the year. 

(II) An organization other than a private foundation is required to re- 
port only the names and addresses of contributors of whom it has actual 
knowledge. For instance, an organization need not require an employer 
who withholds contributions from the compensation of employees and 
pays over to the organization periodically the total amounts withheld, to 
specify the amounts paid over with respect to a particular employee. In 
such case unless the organization has actual knowledge that a particular 
employee gave more than $5,000 (and in excess of 2 percent if 1 . of this 
subdivision is applicable), the organization need report only the name 
and address of the employer, and the total amount paid over by him. 

(III ) Separate and independent gifts made by one person in a particular 
year need be aggregated to determine if his contributions and bequests 
exceed $5,000 (and in excess of 2 percent if 1 . of this subdivision is appli- 
cable), only if such gifts are of $1,000 or more. 

(IV) Organizations described in Section 23701b or 23701 1 and organi- 
zations described in Section 2370 Ig that receive contributions or be- 
quests to be used exclusively for purposes described in Section 17214(d) 
must attach a schedule with respect to all gifts which aggregate more than 
$1,000 from any one person, showingthenameof the donor, the amount 
of the contribution or bequest, the specific purpose for which such 
amount was received, and the specific use to which such amount was put. 
In the case of an amount set aside for such purposes, the organization 
shall indicate the manner in which such amount is held (for instance, 
whether such amount is commingled with amounts held for other pur- 
poses). If the contribution or bequest was transferred to another organiza- 
tion, the schedule must include the name of the transferee organization, 
a description of the nature of such organization, and a descripUon of the 
relationship between the transferee and transferor organizations. Such 
organizations must also attach a statement showing the total dollar 
amount of contributions and bequests which are $1,000 or less received 
for such purposes. 

2. Attach a schedule detailing the gross amount received from the sale 
of assets, including inventory items. 

3. Attach a schedule itemizing other income, except contributions, 
gifts and grants. 

4. Attach a schedule showing amount of 

(I) Death, sickness, hospitalization or disability benefits; 

(II) Unemployment compensation benefits; and 

(III) Other benefits (state nature) paid out. 

5. Attach schedule for officers, directors, trustees or individuals hav- 
ing similar responsibilities, showing name, address, social security num- 
ber, compensation and time devoted to position, and in the case of a pri- 
vate foundation, all persons who are foundation managers, within the 
meaning of I.R.C. Section 4946(b)(1). Organizations described in Sec- 
tion 23701d must also attach a schedule showing the names and address- 
es of the five employees (if any) who received the greatest amount of an- 
nual compensation in excess of $30,000 and amounts received; the total 
number of other employees who received annual compensation in excess 
of $30,000; the names and addresses of the five independent contractors 
(if any) who performed personal services of a professional nature for the 
organization (such as attorneys, accountants, and doctors, whether such 
services are performed by such persons in their individual capacity or as 
employees of a professional service corporation) and who received in ex- 
cess of $30,000, from the organization for the year for the performance 
of such services; and the total number of other such independent contrac- 
tors who received in excess of $30,000 for the year for the performance 
of such services. 
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6. Attach schedules to explain depreciation (or depletion), other ex- 
penses, and to explain items on balance sheet where requested in Part II 
of Form 199. 

(b) Accounting Period for Filing Return or Statement. A return on 
F'orm 1 99 shall be filed on the basis of the established annual accounting 
period of the organization. If the organization has no established account- 
ing period, the return shall be filed on the basis of the calendar year. 

(c) Returns When Exempt Status not Established. Where an organiza- 
tion has a reasonable claim for exemption and submits an exemption 
application prior to the time a taxable return is due, if it does not appear 
that the exemption will be denied, an exempt return may be submitted 
within ten days of the due date even if the Franchise Tax Board has not 
yet issued an exempt determination letter. If the exemption should be de- 
nied at a later lime, the above action should be reasonable grounds for fil- 
ing a late taxable return. In other cases, a taxable return should be sub- 
mitted on or before the due date with a payment for any tax that is due. 

(d) Group Returns. 

( 1 ) A group return may be filed by a central organization (for the pur- 
poses of this subsection; a parent, state, district, or similar type organiza- 
tion) for its subordinate organizations (for the purposes of this subsec- 
tion; a branch, local or similar organization) none of which are private 
foundations, provided the subordinate organizations: 

(A) are affiliated with the central organization at the close of the cen- 
tral organization's annual accounting period; 

(B) are subject to the general supervision and control of the central or- 
ganization; 

(C) have established their exempt status as may be required by the 
Franchise Tax Board; and 

(D) do not have unrelated trade or business income in excess of 
$1,000. 

1. The group return shall consist of the following: 

(I) a completed annual return or statement for the central organization; 

(II) a list of names, current addresses and corporate or association 
numbers of the qualified subordinates which are to be included in the 
group return; and 

(III) any additional information which may be required by the Fran- 
chise Tax Board. 

2. After the initial group return is filed Item 1.(11) above may be re- 
placed by a list to include only: 

(I) subordinates that were added, 

(II) subordinates deleted, or; 

(III) a statement of no change from the previous year's report. 

3. If the central organization has not been issued a group exemption 
letter, it must secure a group exemption determination from the Franchise 
Tax Board to cover its unincorporated subordinates before a group return 
may be filed. The Franchise Tax Board may determine the requirements 
for a group exemption. 

4. If the central organization has previously been issued a group ex- 
emption letter, all new subordinate organizations formed during the year 
must be identified on the roster. New subordinate organizations which 
are incorporated must establish their individual exempt status with the 
Franchise Tax Board before they may be included in a group return filed 
by the central organization. 

5. A group return may be submitted by central church associations for 
subordinate churches or church associated groups that are permitted to 
file the exempt organization annual information statement. Schedules re- 
quired in 1 .(II) above must be attached to the informafion statement sub- 
mitted by the parent church. Any subordinate having more than $1,000 
of unrelated trade or business may not be included in the group report. 

(e) Time and Place for Filing. The annual return on Form 199 shall be 
filed on or before the 15thdayofthefifthmonth(4 1/2 months) following 
the close of the annual accounting period for which the return is required 
to be filed. The annual return on Form 565 required to be filed by a reli- 
gious or apostolic association or corporation shall be attached to Form 
1 99. Each such return shall be filed in accordance with the instrucdons 
applicable thereto. 



(0 Payment of Filing Fee. All organizations required to file Form 199 
(including group returns), except those described below, must pay a 
$10.00 filing fee with Form 199. If payment is not made on or before the 
due date (or extended due date), the fee is $25.00 unless there is reason- 
able cause for late payment. Organizations required to file Form 199 but 
not required to pay the filing fee should check the appropriate box on 
Form 1 99. Organizations exempt under Section 2370 1 d which are not re- 
quired to pay a filing fee are described as follows: 

(1) Exclusively religious organizations. 

(2) An exclusively educational organization exempt under Section 
23701d. if the organization normally maintains a regular faculty and cur- 
riculum and normally has a regulariy organized body of pupils or stu- 
dents in attendance at the place where its educational activities are regu- 
larly carried on 

(3) An exclusively charitable organization, or an organization for the 
prevention of cruelty to children or animals, exempt as provided under 
Section 23701 d, if the organization is supported, in whole or in part, by 
funds contributed by the United States or any state or political subdivi- 
sion thereof, or is primarily supported by contributions of the general 
public. 

(4) An organization exempt under Section 23701 d, if the organization 
is operated, supervised, or controlled by or in connection with a religious 
organization. 

(g) Penalties for Failure to File a Return. If an organization or trust re- 
quired to file a Form 1 99 fails to file the return on or before the due date, 
it will have to pay $5.00 for each month, or part thereof, after the due date, 
not to exceed $40.00. until the form is filed, unless it can be shown that 
the failure was due to reasonable cause. Also in the case of a private foun- 
dation, the Franchise Tax Board may make written demand that such de- 
linquent return or foundation report be filed within a reasonable time af- 
ter notice of mailing such demand. The person failing to file (unless it can 
be shown to be due to reasonable cause) will have to pay $5.00 for each 
month, or part thereof, (not to exceed $25.00) after the period expires. 

(h) Records, Statements, and Other Returns of Tax-Exempt Organiza- 
tions. Every organization which is exempt from tax. whether or not it is 
required to file an annual information return or statement shall submit 
such additional information as may be required by the Franchise Tax 
Board for the purpose of inquiring into its exempt status and administer- 
ing the provisions of Chapter 4 of the Bank and Corporation Tax Law. 
See Secfion 23701 and regulations thereunder with respect to authority 
of the Franchise Tax Board, to require such additional information and 
with respect to the books of account or records to be kept by such organi- 
zations. 

(i) Definitions. For the purposes of this regulation the following defi- 
nitions are applicable. 

(1) Gross receipts of an organization are normally not more than 
$25,000 if— 

(A) In the case of an organization which has been in existence for 1 
year or less, the organization has received, or donors have pledged to 
give, gross receipts of $37,500 or less during the first taxable year of the 
organization, 

(B) In the case of an organization which has been in existence for more 
than one but less than 3 years, the average of the gross receipts received 
by the organization in its first 2 taxable years is $30,000 or less, and 

(C) In the case of an organization which has been in existence for 3 
years or more, the average of the gross receipts received by the organiza- 
tion in the immediately preceding 3 taxable years, including the year for 
which the return would be required to be filed, is $25,000 or less. 

(2) "Gross Receipts" means the gross amount received by the organi- 
zation during its annual accounting period from all sources without re- 
duction for any costs or expenses. Gross receipts include, for example, 
cost of goods or assets sold, cost of operations, and expenses of earning, 
raising, or collecting such amounts. Thus "gross receipts" includes but 
is not limited to. 
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(A) the gross amount received as contributions, gifts, grants, and simi- 
lar amounts without reduction for the expenses of raising and collecting 
such amounts, 

(B) the gross amount received as dues or assessments from members 
or affiliated organizations without reduction for expenses attributable to 
the receipt of such amounts, 

(C) gross sales or receipts from business activities (including business 
activities unrelated to the purpose for which the organization qualified 
for exemption), the net income or less from which may be required to be 
reported on Form 109, 

(D) the gross amount received from the sale of assets without reduc- 
tion for cost or other basis and expenses of sale, and 

(E) the gross amount received as investment income, such as interest, 

dividends, rents, and royalties. 

NOTI-:: Gross receipts of local lodges do not include funds collected for insurance 
premiums of members by local lodges and thereafter remitted to the home or par- 
ent office in connection with benefit contracts issued by the home office. 

(j) Unrelated Business Income Tax Returns. In addition to the forego- 
ing requirements of this section, most organizations otherwise exempt 
from tax under Section 23701 are subject to tax on unrelated business tax- 
able income and also required to file returns on Form 109 if they receive 
such income. See Section 2373 1 and regulations thereunder. 

(k) This regulation shall be applied to income years beginning on or 
after January 1 , 1 986, except that paragraph ( I ) of subsection (i ) and sub- 
paragraph (C) of paragraph (1) of subsection (a) shall be applied to in- 
come years beginning on or after January I, 1982; subsection (0 and 
clause (i) of subparagraph (B) of paragraph (3) of subsection (a) shall be 
applied with respect to fees imposed on or after July 1 . 1983; and subpa- 
ragrah (A) of paragraph ( I ) of subsection (a) shall be applicable to filings 
made on or after January 1, 1984. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 23772, Revenue and Taxation Code. 

History 

1 . Amendment of subsection (d) filed 12-20-74 as an emergency; effective upon 
filing (Register 74, No. 51). 

2. Certificate of Compliance filed 2-21-75 (Register 75, No. 8). 

3. Renumbering and amendment of Section 23772-23774 to Section 23772 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

4. Amendment filed 6-9-86; effective thirtieth day thereafter (Register 86, No. 
26). 

5. Amendment filed 8-25-88; operative 9-24-88 (Register 88. No. 36). 

6. Change without regulatory effect amending subsection (a)( 1 )(H) and amending 
NoTf-: filed 7-28-97 pursuant to section 100, title 1, California Code of Regula- 
tions (Register 97, No. 31). 

§ 23775. Suspension of Exempt Corporate Status. 

(a) The corporate powers, rights and privileges of an exempt domestic 
corporation may be suspended and the exercise of corporate powers, 
rights and privileges of a foreign exempt corporation in this state may be 
forfeited if the organization fails to — 

(1 ) File an annual return (Fonn 199) required under Section 23772 on 
or before the close of the last day of the 1 2th month following the close 
of the income year. 

(2) Pay any amount due under Section 23703 or 23772 on or before the 
close of the last day of the 1 2th month following the close of the income 
year. 

(3) File a return or notify the Franchise Tax Board of its annual ac- 
counting period within nine months after its date of incorporation or qual- 
ification. 

(b) Corporations will normally receive at least one notice of their de- 
linquency before suspension is effected. However, there is no legal re- 
quirement that such notice be sent to or received by the organization. 

(c) A suspended or forfeited corporation cannot exercise any of the 
corporate powers, other than to set forth a new name by amending its ar- 
ticles of incorporation. Thus, a suspended or forfeited corporation may 
not prosecute or defend an action at law or in equity, but may obtain a con- 
tinuance to permit revivor to be accomplished. The exemption of a sus- 
pended corporation that continues to operate (other than for winding up) 



iTiay be revoked and the organization will be subject to at least the mini- 
mum tax under Section 23303. 

(d) Evidence of suspension or forfeiture is in the form of a list issued 
by the Franchise Tax Board and transmitted to the Secretary of State. The 
suspension or forfeiture is effective upon transmittal of said list to the 
Secretary of State. Also, a notice of suspension is normally mailed to the 
last known address of the corporation by the Franchise Tax Board. 
NOTEi: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Sections 23775, 23301.5 and 23302. Revenue and Taxation Code. 

History 
I. Amendment of subsection (a)(1) filed 8-25-88; operative 9-24-88 (Reeister 

88, No. 36). 

§ 23776. Relief from Suspension Imposed Under Section 
23775. 

(a) Any corporation that was suspended under the provisions of Sec- 
tion 23775 may be relieved therefrom upon the filing of: 

( 1 ) A new application for exemption and payment of the ten-dollar 
($10) application fee; and 

(2) An application for revivor; and 

(3) Any information returns, notifications, or amounts due under Sec- 
tions 23772 or 23775 which was not previously submitted or paid and 
which resulted in the suspension or forfeiture; and 

(4) Any information return and amounts specified under Section 
23772 for each year or part thereof during the period of suspension in 
which the organization conducted any activities or received income, 
grants, gifts, or other assets. Where the exemption of the corporation was 
also revoked the minimum franchise tax will be due under Section 23303. 
unless there was reasonable cause for the deficiency which resulted in the 
revocation. 

(b) Any corporation that was suspended or forfeited under Section 
23775 may be revived as indicated in (a) above: 

(1 ) For corporations formed in the last year and suspended for failure 
to elect an accounting period only a certificate of revivor, the front page 
of the exeinption application (FTB 3500) with the $10.00 revivor fee is 
normally required. However, if a return or statement is overdue or will 
be due within two weeks, it must be enclosed, with appropriate filing fee 
and penalties. 

(2) For other corporations formed or granted exempfion in 1968 or 
subsequent years, abbreviated information may be furnished to support 
the exemption application. (Include application for revivor.) 

(A) Complete page one of the exemption application and the appropri- 
ate question number 1 1 through 2 1 . 

(B) Do not include a copy of the articles of incorporafion, but include 
any amendments made after the exemption letter was issued. A xerox 
copy is satisfactory so long as Secretary of State's endorsed stamp is 
shown. 

(C) Include a copy of current by-laws. 

(D) Furnish a statement of all significant activities conducted by the 
organization during the last three years. 

(E) Submit any returns, reports, or statements for accounting periods 
ending in 1970 and subsequent years that have not previously been filed. 
Also include filing fees or fees resulting from Registrar of Charitable 
Trusts actions that have not previously been paid. 

(i) Any time a Form 199 is submitted late or was submitted on time 
without filing fees the filing fee is increased from $10.00 to $25.00. 
Therefore, any old returns or reports submitted should normally include 
a $25.00 fee. If a return or report was submitted without a fee or a mini- 
mum tax assessment was made under Section 23703, the organization 
should have notice of the amount due. 

(ii) Where a Form 199 is due for December, 1971, or subsequent, a 
penalty of $5.00 a month not exceeding $40.00 is due unless there is rea- 
sonable cause for the late filing of the report. 

(3) Corporations formed or granted an exempfion prior to 1968 must 
furnish any addifional information required by page two of the exemp- 
tion applicafion in addiuon to a copy of the articles of incorporation. An 
exception can be made to submission of arficles of incorporafion if they 
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have been rurnishcd to the Franchise Tax Board subsequent to the grant- 
ing of exemption. 

Notf:; Authority cited: Section 26422. Revenue and Taxation Code. Reference: 
.Section 2311b. Revenue and Taxation Code. 

History 
1. Amendment tiled 8-2.'i-88; operative 9-24-88 (Register 88, No. 36). 

§ 23777. Revocation of Exempt Status. 

(a) The exemption granted to any organization or trust under Section 
23701 may be revoked if the organization fails to: 

(1 ) File an annual return (Form 199) required under Section 23772 on 
or before the close of the last day of the 12th month following the close 
of the income year. 

(2) Pay any amount due under Section 23703 or 23772 on or before the 
close of the last day of the 1 2th month following the close of the income 
year. 

(3) Confine its activities to those permitted by the section under which 
the exemption was granted. 

(b) Corporations that fail to elect an accounting period, to file returns 
or statements on time or pay amounts due on time will normally be sus- 
pended under the provisions of Section 23775. 

(c) Unincorporated associations or trusts that are believed to be active 
that fail to file returns or statements on time or pay amounts due on time 
will have their exemptions revoked under Section 23777. 

(d) Where unincorporated associations or trusts become inactive or 
terminated prior to the due date of a report or a filing fee, the organization 
will normally be made inactive on the Franchise Tax Board files rather 
than being revoked and made a taxable organization. The organization 
or its parent (if there is one) must submit a notice of inactivity of the orga- 
nization prior to the date the revocation is authorized. 

(e) Any organization that is revoked for the conduct of improper acti- 
vities will be taxable as a taxable corporation or trust so long as exempt 
status is not reestablished. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23777, Revenue and Taxation Code. 

History 
1. Amendment of subsection (a)(1) filed 8-25-88; operative 9-24-88 (Register 
88,No. 36). 

§ 23778. Relief from Revocation of Exempt Status. 

(a) An organization whose exemption was revoked under Section 
23777 may reestablish itself as an exempt organization upon the filing of: 

(1) A new application for exemption and payment of the twenty-five 
dollar ($25) filing fee required under Section 23701; and 

(2) Any information returns, statements, notifications, or amounts due 
under Secfion 23772, 23774 or 23775 which were not previously sub- 
mitted or paid which resulted in the revocation; and 

(3) When revocafion occurred because of the conduct of improper ac- 
tivities of the organization, satisfactory proof must be furnished that the 
improper activities have ceased and that the organization will operate in 
an exempt manner in the future and the payment of any tax due for the 
period it operated as a taxable organization. 

(b) Where the organization or trust was granted an exemption in 1968 
or subsequent years, abbreviated information may be furnished to sup- 
port the exemption application if the revocation occurred for failure to 
submit a return or statement or to pay an annual filing fee. 

( 1 ) Complete page one of the application and the appropriate question 
number 1 1 through 21. 

(2) Do not furnish a copy of the constitution or bylaws or trust docu- 
ment unless they have been revised after exemption was granted. 

(3) Furnish a statement of all significant activities conducted during 
the last three years. 

(4) Submit any returns, or statements, or filing fees, or assessments 
made under Section 23703 that have not been submitted that resulted in 
the revocation. Any time a $10.00 filing fee is due and it will be paid late, 
it is automafically increased to $25.00. 



(5) Where a Form 1 99 must be submitted for December, 1 97 1 . or later, 
a penalty of $5.00 a month not exceeding $40.00 is due unless there is a 
reasonable cause for the late filing of the report. 

(c) Organizations or trusts which were granted an exemption prior to 
1968 should furnish all the information required on page two of the ex- 
emption application, including the information requested in subdivision 
(b) above. 

(d) Organizations whose exemption was re\ oked for iinproper activi- 
ties must include a copy of the revocation letter, a detailed statement as 
to the change of activities, and a description of action that has been taken 
to prevent the reoccurrence of the iinproper activities in addition to all the 
information required on the exemption application. Copies of any in- 
come tax returns submitted during the period the organization was tax- 
able (not to exceed the three latest years) must be submitted. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 23778, Revenue and Taxation Code. 

History 

1 . Amendment of subsections (a)(1) and (b)(4) filed 8-25-88; operative 9-24-88 
(Register 88, No. 36). 



Subchapter 5. Computation of Tax When 
Law Changed 



NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Regular and new Reg. 24251 filed 12-14-64; effective thirtieth day thereafter 
(Register 64, No. 25). 

2. Repealer of Group 5 (Section 2425 1 ) filed 9-3-82; effective thirtieth dav there- 
after (Register 82, No. 37). 



Subchapter 6. Gross Income 



Article 1. Definitions 

§ 24271 (a). Gross Income. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New Article 1 (Regs. 2427 ](a)-2427 1(h). 24273(a), 24273(b), 24273.5) filed 
12-14-64; effective thirtieth day thereafter (Register 64, No. 25). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24271(b). Gross Income Derived from Business. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24271(c). Gross Income of Farming Corporations. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24271(d).* Gains Derived from Dealings in Property. 

( 1 ) In General. Gain realized on the sale or exchange of property is in- 
cluded in gross income, unless excluded by law. For this purpose proper- 
ty includes tangible items, such as a building, and intangible items, such 
as goodwill. Generally, the gain is the excess of the amount realized over 
the unrecovered cost or other basis for the property sold or exchanged. 
The specific rules for computing the amount of gain or loss are contained 
in Section 24901 and the regulations thereunder. When a part of a larger 
property is sold, the cost or other basis of the entire property shall be 
equitably apportioned among the several parts, and the gain realized or 
loss sustained on the part of the entire property sold is the difference be- 
tween the selling price and the cost or other basis allocated to such part. 
The sale of each part is treated as a separate transaction and gain or loss 
shall be computed separately on each part. Thus, gain or loss shall be de- 
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termined at the time of sale of each part and not deferred until the entire 
property has been disposed of. This rule may be illustrated by the follow- 
ing examples 

^EXAMPLE (1). 

Corporation A acquires a 10-acre tract for $10,000, which it divides 
into 20 lots. The $10,000 cost must be equitably apportioned among the 
lots so that on the sale of each. Corporation A can determine its taxable 
gain or deductible loss. 

EXAMPLE (2). 

Corporation B purchases for $25,000 property consisting of a used car 
lot and adjoining filling station. At the time, the fair market value of the 
filling station is $15,000 and the fair market value of the used car lot is 
$10,000. Five years later Corporation B sells the filling station for 
$20,000 at a time when $2,000 has been properly allowed as a depreci- 
ation thereon. Corporation B's gain on this sale is $7,000, since $7,000 



is the amount by which the selling price of the filling station exceeds the 
portion of the cost equitably allocable to the filling station at the time of 
purchase reduced by the depreciation properly allowed. 

(2) Nontaxable Exchanges. Certain realized gains or losses on the sale 
or exchange of property are not "recognized," that is, are not included in 
or deducted from gross income at the time the transaction occurs. Gain 
or loss from such sales or exchanges is generally recognized at some later 
time. Examples of such sales or exchanges are the following: 

(A) Certain formations, reorganizations, and liquidations of corpora- 
tions, see Sections 24501, 24503, 24512, 24513, 24514, 24521. 24531, 
24532. 24533. and 24551. 

(B ) Exchange of certain property held for productive use or investment 
for property of like kind, see Section 24941; 

(C) Certain involuntary conversions of property, if replaced, see Sec- 
tions 24943 through 24949.2; 
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(1)) CcMlain exchanges of insurance policies and annuity contracts, see § 24271(f), Rents and Royalties. 

Section 24930; and NOTli: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

(E) Certain exchanges of stock for stocl< in the same corporation, see Histoky 

Section 2493 1 . ' • Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. .37). 



■ Hxccpt for provisions relating to capital assets, this regulation is substantially the 
same as Section 26 CFR 1 .61-6. 

5^ 24271(e).** Interest. 

( 1) In General. As a general rule, interest received by or credited to the 
taxpayer constitutes gross income and is fully taxable. Interest income 
includes interest on savings or other bank deposits; interest on coupon 
bonds; interest on an open account, a promissory note, a mortgage, or a 
corporate bond or debenture; the interest portion of a condemnation 
award; usurious interest (tinless by State law it is automatically converted 
to a payment on the principal); interest on legacies; interest on life insur- 
ance proceeds held under an agreement to pay interest thereon; and inter- 
est on refunds of State or Federal taxes. For rules determining the income 
year in which interest, including interest accrued or constructively re- 
ceived, is included in gross income, see Section 24661 and the regula- 
tions thereunder. 

(2)(A) Interest on Governmental Obligations — Chapter 2. Interest re- 
ceived from federal, state, municipal or other bonds is includible in the 
gross income of taxpayers taxable under Chapter 2. Since the tax im- 
posed under Chapter 2 is a privilege tax for the right to exercise the corpo- 
rate franchise, it is not a tax upon such income, but merely uses such in- 
come of the preceding year as a measure of the tax for the privilege of 
exercising the corporate franchise during the taxable year. See Section 
24272. 

(B) Interest on Government Obligations — Chapter 3. Interest on 
bonds and other obligations of the United States, the District of Colum- 
bia, and territories of the United States is exempt from state taxation un- 
der the Constitution and the laws of the United States. Interest upon 
bonds of this State or its pohtical subdivisions issued after November 4, 
1902 is exempt from state taxation under the State Constitution. 

Interest received or accrued on warrants, judgments, claims for refund, 
etc., and similar obligations of California, its subdivisions, or the United 
States and its territories is not exempt from tax. Interest on all bonds and 
obligations of other states and foreign countries, including those of the 
Philippines, the commonwealth of the Philippines or the political subdi- 
visions thereof issued on or after March 24, 1934, is also subject to tax. 

Although interest on bonds and obligations of the United States is ex- 
empt from taxation, gains and profits from the sale or other disposition 
of such bonds and obligations are taxable to the same extent as gains and 
profits from the sale or exchange of other property. 

(3) Obligations Bought at a Discount; Bonds Bought When Interest 
Defaulted or Accrued. When notes, bonds, or other certificates of in- 
debtedness are issued by a corporation at a discount and are later re- 
deemed by the debtor at the face amount, the original discount is interest, 
except as otherwise provided by law. If a taxpayer purchases bonds when 
interest has been defaulted or when the interest has accrued but has not 
been paid, any interest which is in arrears but has accrued at the time of 
purchase is not income and is not taxable as interest if subsequently paid. 
Such payments are returns of capital which reduce the remaining cost ba- 
sis. Interest which accrues after the date of purchase, however, is taxable 
interest income for the year in which received or accrued (depending on 
the method of accounting used by the taxpayer). 

(4) Bonds Sold Between Interest Dates; Amounts Received in Excess 
of Original Issue Discount; Interest on Life Insurance. When bonds are 
sold between interest dates, part of the sales price represents interest ac- 
crued to the date of the sale and must be reported as interest income. 



'■* Except for paragraph (2) and the provisions in paragraph (4) relating to individ- 
uals, this regulation is substantially the same as Section 26 CFR 1.61-7. 



§ 24271(g). Dividends. 

NOTl;: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

HiSiORY 
1. Repealer filed 9-3-82; effective thirtieth day thereafter ( Register 82, No. 37). 

§ 24271 (h).* Income from Discharge of Indebtedness. 

( 1 ) Sale and Purchase by Corporation of its Bonds. 

(A) If bonds are issued by a corporation at their face \ alue, the corpora- 
tion realizes no gain or loss. If the corporation purcha.ses any of such 
bonds at a price in excess of the issuing price or face value, the excess of 
the purchase price over the is.suing price or face value is a deductible ex- 
pense of the income year. If, however, the corporation purchases any of 
such bonds at a price less than the issuing price or face value, the excess 
of the issuing price or face value over the purchase price is income for 
the income year. 

(B) If subsequent to December 31.1 927, in the case of taxpayers sub- 
ject to Chapter 2 or December 3 1 , 1936, in the case of taxpayers subject 
to Chapter 3, bonds are issued by a corporation at a premium, the net 
amount of such premium is income which should be prorated or amor- 
tized over the life of the bonds. If the corporation purchases any of such 
bonds at a price in excess of the issuing price minus any amount of pre- 
mium already returned as income, the excess of the purchase price over 
the issuing price minus any amount of premium already returned as in- 
come (or over the face value plus any amount of premium not yet re- 
turned as income) is a deductible expense for the income year. If, howev- 
er, the corporation purchases any of such bonds at a price less than the 
issuing price minus any amount of premium already returned as income, 
the excess of the issuing price, minus any amount of premium already re- 
turned as income (or of the face value plus any amount of premium not 
yet returned as income), over the purchase price is i ncome for the income 
year. 

(C) If bonds are issued by a corporation at a discount, the net amount 
of such discount is deductible and should be prorated or amortized over 
the life of the bonds. If the corporation purchases any of such bonds at 
a price in excess of the issuing price plus any amount of discount already 
deducted, the excess of the purchase price over the issuing price plus any 
amount of discount already deducted (or over the face value minus any 
amount of discount not yet deducted) is a deductible expense for the in- 
come year. If, however, the corporation purchases any of such bonds at 
a price less than the issuing price plus any amount of discount already de- 
ducted, the excess of the issuing price, plus any amount of discount al- 
ready deducted (or of the face value minus any amount of discount not 
yet deducted), over the purchase price is income for the income year. 

(D) If bonds were issued by a corporation prior to January 1, 1928, in 
the case of taxpayers subject to Chapter 2, or January 1. 1937 in the case 
of taxpayers subject to Chapter 3, at a premium, the net amount of such 
premium was income for the year in which the bonds were is.sued and 
should not be prorated or amortized over the life of the bonds. If the cor- 
poration purchases any of such bonds at a price in excess of the face value 
of the bonds, the excess of the purchase price over the face value is a de- 
ductible expense for the income year. If, however, the corporation pur- 
chases any of such bonds at a price less than the face value, the excess 
of the face value over the purchase price is income for the income year. 
NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Repealer of subsections (1), (2) and (4), and renumbering of subsection (3) to 
subsection (1) filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 
37). 



•=This regulation is substantially the same as Section 26 CFR 1.61-12. 
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§ 24272. Gross Income — Chapter 2. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Renumbered from Reg. 23851 in Subchapter 3 (Register 71, No. 2). 

2. Repealer tiled 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24273(a).* Election to Consider Commodity Credit 
Corporation Loans As Income. 

A taxpayer who receives a loan from the Commodity Credit Corpora- 
tion may, at its election, include the amount of such loan in its gross in- 
come for the income year in which the loan is received. If a taxpayer 
makes such an election (or has made such an election under Sections 
23854 and 23854. 1 of the Bank and Corporation Tax Law of 1 954), then 
for subsequent income years it shall include in its gross income all 
amounts received during those years as loans froin the Commodity Cred- 
it Corporation, unless it secures the permission of the Franchise Tax 
Board to change to a different method of accounting. Application for per- 
mission to change such method of accounting and the basis upon which 
the return is made shall be filed with the Franchise Tax Board. 1025 P 
Street, Sacramento, California, within 90 days after the beginning of the 
income year to be covered by the return. 

''This regulation is substantially the same as Section 26 CFR 1.77-1. 

§ 24273(b).** Effect of Election to Consider Commodity 
Credit Loans As Income. 

( 1 ) If a taxpayer elects or has elected under Section 238.54 and 238.54. 1 
of the Bank and Corporation Tax Law of 1 954, to include in its gross in- 
come the amount of a loan from the Commodity Credit Corporation for 
the income year in which it is received, then — 

(A) No part of the amount realized by the Commodity Credit Corpora- 
tion upon the sale or other disposition of the commodity pledged for such 
loan shall be recognized as income to the taxpayer, unless the taxpayer 
receives an amount in addition to that advanced to it as the loan, in which 
event such additional amount shall be included in the gross income of the 
taxpayer for the income year in which it is received, and 

(B) No deductible loss to the taxpayer shall be recognized on account 
of any deficiency realized by the Commodity Credit Corporation on such 
loan if the taxpayer was relieved from liability for such deficiency. 

(2) The application of paragraph (1) of this regulation may be illus- 
trated by the following example: 

EXAMPLE. Corporation A, a taxpayer who elected for its income 
year 1956 to include in gross income ainounts received as loans from the 
Commodity Credit Corporation, received as loans $500 in 1956, $700 in 
1957, and $900 in 1958. In 1960 all the pledged commodity was sold by 
the Commodity Credit Corporation for an amount $100 and $200 less 
than the loans with respect to the commodity pledged in 1956 and 1957, 
respectively, and for an amount $150 greater than the loan with the re- 
spect to the commodity pledged in 1958. Corporation A, in making its 
return for 1960, shall include in gross income the sum of $150 if it is re- 
ceived during that year, but will not be allowed a deduction for the defi- 
ciencies of $ 100 and $200 unless it is required to satisfy such deficiencies 
and does satisfy them during that year. 



"="This regulation is substantially the same as Section 26 CFR 1.77-2. 

§ 24273.5. Patronage Dividends. 

(a) Election to Consider as Income. A taxpayer which receives non- 
cash patronage allocations (as defined in paragraph (f)) may elect to in- 
clude such allocations in gross income for the income year received. If 
a taxpayer elects to include such noncash patronage allocations in gross 
income as received, their face amount shall be reported as gross income. 
If. upon redemption of noncash patronage allocations, the taxpayer does 
not and cannot recover the full amount of the allocations previously re- 



ported, any loss sustained may be deducted from gross income in the in- 
come year during which the allocations are redeemed. 

(b) Election to Exclude from Gross Income. In lieu of reporting non- 
cash patronage allocations, (as provided in paragraph (a)), a taxpayer 
may elect to exclude noncash patronage allocations (as defined in para- 
graph (0). from gross income until redeemed or realized upon. In case 
noncash patronage allocations are excluded from gross income, only the 
amount realized when redeemed is required to be included in gross in- 
come. If such allocations bear interest, the interest is not includible in 
gross income until the allocations are redeemed or realized upon, unless 
prior to redemption interest thereon is paid in cash. For the method of 
electing to exclude noncash patronage allocations, see paragraph (c). 

(c) Elections. If a taxpayer includes in its gross income, for its first in- 
come year beginning after December 31, 1956, any amount attributable 
to noncash patronage allocations, it shall be deeined to have elected to 
include the face amount of such allocations in gross income for such year 
and all subsequent income years. Furthermore, a taxpayer shall be 
deemed to have elected to include all noncash allocations in gross in- 
come, if less than the face amount of such allocations are reported, or if 
noncash allocations have been received from more than one cooperative 
organization and allocations attributable to one or more cooperatives 
were included in gross income. 

A taxpayer shall be deemed to have elected to exclude noncash patron- 
age allocations from gross income if it omits the amount of such alloca- 
tions from gross income for the first income year beginning after Decem- 
ber 31, 1956, during which any noncash patronage allocations are 
received. The amount of patronage allocations which are excluded must 
be disclosed in the return or by a written statement filed with the returns. 
If such written statement has not previously been filed, it must be filed 
before a taxpayer will be permitted to exclude noncash patronage alloca- 
tions from gross income. 

The elections provided for by this paragraph may be made, regardless 
of the taxpayer's method of accounting. Once an election has been made, 
it may be changed only with the consent of the Franchise Tax Board. 
Application for permission to change an election shall be filed within 90 
days after the beginning of the income year to be covered by the return. 

(d) Statute of Limitations. Whenever a taxpayer has elected to exclude 
noncash patronage allocations from gross income until such allocations 
are redeemed or realized upon, the statutory period prescribed in Section 
25663 for the assessment of any deficiency attributable to amounts ex- 
cluded will not expire prior to the expiration of four years from the date 
the Franchise Tax Board is notified by the taxpayer that such deferred al- 
locations have been redeemed or realized upon. Such deficiency may be 
assessed prior to the expiration of such four-year period notwithstanding 
the provisions of any other law or rule of law which might bar such 
assessment. 

A taxpayer shall notify the Franchise Tax Board that deferred noncash 
patronage allocations have been realized or redeemed by including the 
amount of such allocations in gross income for the income year that such 
amounts are redeemed or realized upon. 

(e) Records. A taxpayer electing to exclude noncash patronage alloca- 
tions from gross income for the year that such allocations are made must 
maintain such records as are necessary to clearly reflect income in accor- 
dance with this regulation. Section 17561, and Reg. 17561(a). 

(0 Noncash Patronage Allocations Defined. For purposes of this regu- 
lation the term "noncash patronage allocations" means amounts allo- 
cated on the basis of the business done with or for a patron by any coop- 
erative organization, other than cash or merchandise, evidenced by any 
document which discloses the dollar amount of such allocations, such as 
capital stock, revolving fund certificates, certificates of indebtedness, re- 
tain certificates, or letters of advice. 
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Article 2. Exclusions 

(; 24302. Life Insurance Payments Made Other Than by 
Reason of Death of Insured. 

Note:: Authority cited: Section 26422, Revenue and Taxation Code. 

History 

1 . Rcnumtiercd from Rcy. 23881b in Subciiapter 3 (Register 71, No. 2). 

2. Repealer Tiled 2-21-79: effective thirtieth day thereafter ( Register 79, No. 7). 

§ 24305.* Life Insurance Payments Made by Reason of 
Death of Insured. 

The proceeds of life insurance policies, paid by reason of the death of 
the insured to any corporate beneficiary, directly or in trust, shall be ex- 
cluded from the gross income of the beneficiary. It is immaterial whether 
the proceeds are received in a single sum or in installments. If, however, 
such proceeds are held by the insurer under an agreement to pay interest 
thereon, the interest payments must be included in gross income. 

Hl.STORY 
1. Renumbered from Reg. 23881a in Subchapter 3 (Register 71, No. 2). 



HlSTOR^ 

1. New section filed 9-19-69: effective thirtieth day thereafter (Register 69. No. 
38). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 



-Compare Section 29.22(b)( 1 )-l. Fed. Reg. III. 

§ 24307(a). Income from Discharge of Indebtedness. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24307, Revenue and Taxation Code. 

History 

1 . Amendment filed 9-19-69; effective thirtieth day thereafter (Register 69, No. 
38). 

2. Change without regulatory effect repealing Section 24307(a) filed 9-19-88 
(Register 88, No. 40). 

§ 24307(b). Making and Filing of Consent. 

NOTH: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24307. Revenue and Taxation Code. 

History 

1 . Amendment filed 9-19-69; effective thirtieth day thereafter (Register 69, No. 
38). 

2. Change without regulatory effect repealing Section 24307(b) filed 9-19-88 
(Register 88. No. 40). 

§ 24307(c). Income from Discharge of Indebtedness of 
Railroad Corporations. 

NotE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24307, Revenue and Taxation Code. 

History 

1. Amendment filed 9-19-69; effective thirtieth day thereafter (Register 69, No. 
38). 

2. Change without regulatory effect repealing Section 24307(c) filed 9-19-88 
(Register 88, No. 40). 

§ 24308. Cancellation of Indebtedness by Stockholder. 

NOTH: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New Reg. 24308 filed 12-14-64; effective thirtieth day thereafter (Register 64, 

No. 25). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24309. Exclusion from Gross Income of Lessor of Real 
Property of Value of Improvements Erected by 
Lessee. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New secUon filed 1-6-69; effective thirtieth day thereafter (Register 69, No. 2). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24310. Recovery of Certain Items Previously Deducted 
or Credited. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 



Subchapter 7. Net Income 



Article 1. Deductions 

§ 24343. Disallowance of Expenses Incurred at Private 
Clubs Which Discriminate. 

NOTE: Authority cited: Section 26422, Re\enue and Taxation Code. References 
cited: Sections 24343 and 24443-24446, Revenue and Taxation Code. 

Hl.STORY 

1. New section filed 9-1-87; operative 10-1-87 (Register 87, No. 37). 

2. Change without regulatory effect repealing section filed ,S-8-97 pursuant to 
section 100, title 1, Cahfomia Code of Regulations (Register 97, No. 19). 

§ 24344(a).* Interest Deduction in General. 

( 1 ) Except as limited by Section 24344(b) and as otherwise provided 
in Sections 24424 to 24430, inclusive, interest paid or accrued within the 
income year on indebtedness shall be allowed as a deduction in comput- 
ing net income. 

(2) Section 24344(b) provides that if the income of the taxpayer is de- 
termined by the allocation formula contained in Section 25 1 1 , the inter- 
est deductible shall be an amount equal to interest income subject to allo- 
cation by formula, plus the amount, if any, by which the balance of 
interest expense exceeds interest and dividend income (except dividends 
deductible under the provisions of Section 24402) not subject to alloca- 
tion by formula. Interest expense not included in the preceding sentence 
shall be directly offset against interest and dividend income (except divi- 
dends deductible under the provisions of Section 24402) not subject to 
allocation by formula. 

(3) Interest calculated for costkeeping or other purposes on account of 
capital or surplus invested in the business which does not represent a 
charge arising under an interest-bearing obligation, is not an allowable 
deduction from gross income. Interest paid by a corporation on scrip divi- 
dends is an allowable deduction. So-called interest on preferred stock, 
which is in reality a dividend thereon, cannot be deducted in computing 
net income. In the case of banks and loan or trust companies, interest paid 
within the year on deposits, such as interest paid on moneys received for 
investment and secured by interest-bearing certificates of indebtedness 
issued by such bank or loan or trust company, may be deducted from 
gross income. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 



='=Compare Section 26 CFli 1.163-1. 

§ 24344(b). Deduction for Bond Discount. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24344(c). Offset of Interest Expense Incurred for Foreign 
Investment. 

( 1 ) General. Revenue and Taxation Code section 24344 relates gener- 
ally to the deductibility of interest expense. Revenue and Taxation Code 
section 24344, subdivision (c)(1), provides that interest expense allow- 
able pursuant to Internal Revenue Code section 163 that is incurred for 
purposes of foreign investment may be offset against dividends deduct- 
ible pursuant to Revenue and Taxation Code section 2441 1. Because all 
business activities require funds, and common ownership allows a busi- 
ness' s management substantial flexibility both as to the source of funds 
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and as to the use of funds, it is difl'icult if not impossible to specifically 
assign the cost of funds to specific activities. Normally, creditors of a tax- 
payer subject the money advanced to the taxpayer to the risk of the tax- 
payer's entire activities and look to the general credit of the taxpayer for 
payment of the debt. When money is borrowed for a specific purpose, 
such borrowing will generally free other funds for other purposes, and it 
is reasonable to attribute part of the cost of borrowing to such other pur- 
poses. Interest expense shall therefore be attributed to foreign investment 
pursuant to the ailes set forth in subsection (3) of this regulation. 
(2) Definitions. 

(A) Foreign investment. 

1. Except as provided in subsection (2)(A)3. of this regulation, for pur- 
poses of this regulation foreign investment means stock or other equity 
investment, regardless of when it was made, in: 

a. an entity whose dividends would be qualifying dividends for pur- 
poses of Revenue and Taxation Code section 244 1 1 . or 

b. a nonaffiliated corporation which is organized under the laws of a 
country or political subdivision of a country other than the United States. 

2. Foreign investment includes only that portion of the equity de- 
scribed in subsections (2)(A)l.a. and l.b. of this regulation which is in- 
cluded in total assets pursuant to subsection (2)(C) of this regulation. 

(B) Interest expense. Except as provided in subsection (2)(B)3. of this 
regulation, for purposes of this regulation, interest expense includes: 

1. all allowable interest expense incurred or paid within the taxable 
year by a corporation included in a combined report by reason of Reve- 
nue and Taxation Code section 251 10, subdivisions (a)( 1 ), (2), (3) or (5), 
and 

2. a portion of the interest expense incurred or paid within the taxable 
year by a corporation, a portion of whose net income and apportionment 
factors are included in a combined report by reference to Revenue and 
Taxation Code section 251 10, subdivisions (a)(4), (6) or (7)(B). 

a. For purposes of a corporation described in Revenue and Taxation 
Code section 251 10, subdivisions (a)(4) or (7)(B). such portion will be 
the interest expense reflected on the books of account maintained with 
respect to the activities conducted within the United States. 

b. For purposes of a corporation described in Revenue and Taxation 
Code section 25 1 10, subdivision (a)(6), such portion shall bear the same 
relationship to its total interest expense as the portion of the income of 
such corporation taken into account under Revenue and Taxation Code 
section 251 10 bears to its total income. 

3. Notwithstanding subsections (2)(B)1. and 2. of this regulation, in- 
tercompany accounts of interest of a corporation in a second corporation 
will be eliminated from total interest expense to the extent that the second 
corporation is included in the combined report. In making such elimina- 
tion, the provisions of California Code of Regulations, title 18, section 
25106.5-1, will be followed. 

(C) Total assets. Except as provided in subsection (2)(C)3. of this reg- 
ulation, for purposes of this regulation "total assets" includes: 

1. all of the assets of a corporation included in a combined report by 
reason of Revenue and Taxation Code section 25110, subdivisions 
(a)(1), (2), (3), or (5), and 

2. a portion of the assets of a corporation, a portion of whose net in- 
come and apportionment factors are included in a combined report by 
reference to Revenue and Taxation Code section 25110. subdivision 
(a)(4),(6)or(7)(B). 

a. For purposes of a corporation described in Revenue and Taxation 
Code section 25110, subdivisions (a)(4) or (7)(B), such portion will be 
the total assets reflected on the books of account maintained with respect 
to the activities conducted within the United States. 

b. For purposes of a corporation described in Revenue and Taxation 
Code section 251 10, subdivision (a)(6), such portion shall bear the same 
relationship to its total assets as the portion of the income of such corpora- 
tion taken into account under Revenue and Taxation Code section 25110, 
bears to its total income. 

3. Notwithstanding subsections (2)(C)1. and 2. of this regulation, in- 
tercompany accounts of assets, including equities, of a corporation in a 



second corporation will be eliminated from total assets to the extent that 
the second corporation is included in the combined report. In making 
such elimination the provisions of California Code of Regulations, title 
18, section 25106.5-1, will be followed. 

4. Assets relating to both business and nonbusiness income will be 
considered in total assets. 

(D) Member of the water' s-edge group. A member of the water' s- 
edge group is an entity which is described in Revenue and Taxation Code 
section 25 1 10, subdivision (a), whose income and apportionment factors 
are to be taken into account in computing the taxpayer's income derived 
from or attributable to sources within California. Entities which are de- 
scribed in Revenue and Taxation Code section 251 10 must be affiliated 
and, in general, include corporations incorporated in the United States, 
corporations incorporated without the United States but with 20 percent 
or more of the average of their property, payroll and sales in the United 
States, DISC'S and FSC's. export trade corporations, foreign incorpo- 
rated banks, or foreign corporations with less than 20 percent of the aver- 
age of their property, payroll and sales in the United States to the extent 
such entities are within the United States or have Subpart F income. For 
a more specific description, see Revenue and Taxation Code section 
251 10 and the regulations adopted pursuant thereto. 

(E) United Stales. For purposes of this section, the "United States" 
means each of the states of the United States and the District of Columbia. 

(F) Dividends deductible under section 2441 1. For purposes of Reve- 
nue and Taxation Code section 24344. subdivision (c). "dividends de- 
ductible under section 2441 1" means the deduction calculated pursuant 
to Revenue and Taxation Code section 2441 1 . subdivision (a). It does not 
mean qualifying dividends as used in Revenue and Taxation Code sec- 
tion 24411. 

(G) Affiliated corporation. An "affiliated corporation" is a corporation 
that is a member of a commonly controlled group as defined by Revenue 
and Taxation Code section 25105. 

EXAMPLE 1: 

Corporation A owns 607o of Corporation B's voting stock and 30% of 
Corporation C's voting stock. Corporation B owns 30% of Corporation 
C's voting stock. A, B and C are affiliated. 

EXAMPLE 2: 

Corporation A owns 40'7r of corporation B's voting stock and 307c of 
Corporation C's voting stock. Corporation B owns 60% of Corporation 
C's stock. A is not affiliated with B and C. 

(3) Calculafion of amount to be offset. 

(A) Calculation of interest. The amount of interest expense attribut- 
able to foreign investment shall be equal to the amount of interest ex- 
pense specifically assignable to foreign investment pursuant to subsec- 
fion (4) of this regulation plus the amount of interest expense assigned 
to foreign investment pursuant to subsection (5) of this regulation, but in 
no event any amount greater than the total deduction allowed for the tax- 
able year pursuant to Revenue and Taxation Code section 24411. If no 
deduction is allowed pursuant to Revenue and Taxation Code section 
2441 1 . no interest will be offset pursuant to Revenue and Taxation Code 
section 24344. subdivision (c). 

(B) Amount of offset. 

1. For taxable years beginning prior to January 1, 1997, the amount of 
interest expense calculated pursuant to subsection (3)(A) of this regula- 
fion shall be offset against the dividend deduction allowed pursuant to 
Revenue and Taxation Code section 2441 1, and shall not otherwise be 
taken into account in computing the taxpayer's net income derived from 
or attributable to sources within California. 

2. For taxable years beginning on or after January 1, 1997, the amount 
of interest expense calculated pursuant to subsection (3)( A) shall be mul- 
tiplied by the same percentage used to determine the dividend deduction 
pursuant to Revenue and Taxation Code secfion 2441 1, to determine the 
amount of interest that shall be offset against dividends deductible pur- 
suant to section 2441 1 , and that amount shall not otherwise be taken into 
account in compufing the taxpayer's net income derived from or attribut- 
able to sources within California. 
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(C) Amount in excess of offset. To the extent interest expense assign- 
able to foreign investment as calculated pursuant to subsections (4) and 
(5) of this regulation exceeds the total deduction allowed for the income 
year pursuant to Section 2441 1 of the Revenue and Taxation Code, it 
shall be subject to the applicable provisions of Revenue and Taxation 
Code section 24344. 

EXAMPLE 1 : Corporation A has interest expense of $100, of which 
$15 is assignable to foreign investment pursuant to subsections (4) and 
(5) of this regulation. 

A receives qualifying dividends in the amount of $10 of which $7.50 
($10 x 759r = $7.50) is deductible pursuant to Revenue and Taxation 
Code Section 24411. 

For taxable years beginning prior to January 1, 1997, the amount of 
interest offset pursuant to Revenue and Taxation Code section 24344, 
subdivision (c), shall be $7.50. 

For taxable years beginning on or after January 1, 1997, the amount 
of interest offset pursuant to Revenue and Taxation Code section 
24344(c) shall be $5.63. 

Qualifying dividends defined in Revenue and Taxation 

Code section 24411 $10 

Multiply by applicable section 2441 1 percentage 75% 

Kquals dividends deductible under section 2441 1 $7.50 

Interest expenses assignable to foreign investments $15 
Hnter lesser of dividend deductible under section 2441 1 

or interest expense assignable to foreign investments $7.50 

Multiply by applicable section 2441 1 percentage 75% 

Kquals section 24344(c) foreign investment interest offset $5.63 

EXAMPLE 2. Assume the same facts as in Example 1, except Corpo- 
ration A receives qualifying dividends of $30, of which $22.50 ($30 x 
757r = $22.50) is deductible pursuant to Revenue and Taxation Code sec- 
tion 24411. 

For taxable years beginning prior to January 1. 1997, the amount of 
interest expense pursuant to Revenue and Taxation Code section 24344, 
subdivision (c), shall be $15. 

For taxable years beginning on or after January 1, 1997, the amount 
of interest offset pursuant to Revenue and Taxation Code section 24344, 
subdivision (c), shall be $11.25. 

Qualifying dividends defined in section 2441 1 $30 

Multiply by applicable seefion 2441 1 percentage 75% 

Eiquals dividends deductible under section 2441 1 $22.50 

Interest expenses assignable to foreign investments $1 5 
Enter lesser of dividend deductible under section 2441 1 

or interest expense assignable to foreign investments $15 

Multiply by applicable section 2441 1 percentage 75% 

Equals section 24344(c) foreign investment interest offset $1 1.25 

(4) Allocation of interest to specific property. 

(A) If the existence of all of the facts and circumstances described be- 
low is established, interest expense shall be considered to be related sole- 
ly to specific property which may be either a foreign investment or other 
property. 

1 . The indebtedness on which the interest was paid was specifically in- 
curred for the purpose of purchasing, maintaining, or improving the spe- 
cific property; 

2. The proceeds of the borrowing were actually applied to the specified 
purpose; and, 

3. The creditor can look only to the specific property (or any lease or 
other interest therein) as security for payment of the principal and interest 
of the loan and, thus, has no secured interest in any other property of the 
borrower or the borrower itself with respect to repayment of the loan. 

Even though the above facts and circumstances are present in sub- 
stance as well as in form, a deduction for interest shall not be considered 
definitely related to specific property where the motive for structuring 
the transaction in the manner described above was without any economic 
significance. 

(B) Exclusion. Where an interest deduction is definitely related solely 
to specific property pursuant to subsection (4)(A) of this regulation, such 
interest deduction and sucfi property, or the portion thereof to which such 
interest deduction relates, shall not be included in the allocation de- 
scribed in subsection (5) of this regulation. 



(5) Otherwise unassigned interest expense attributable to foreign in- 
vestment. The amount of unassigned interest expense attributable to for- 
eign investment shall be calculated in the following manner. 

(A) Otherwise unassigned interest. Otherwise unassigned interest ex- 
pense shall be calculated by reducing total allowable interest expense by 
the amount specifically assigned pursuant to subsection (4) of this regu- 
lation. 

(B) Interest expense paid on debt incurred prior to January 1, 1988. 
Otherwise unassigned interest expense paid on debt incurred prior to Jan- 
uary 1, 1988 shall be assigned as follows: 

1 . Assignment to foreign investment. The amount calculated pursuant 
to subsection (5)(A) of this regulation shall be multiplied by the ratio of 
the value of foreign investment to the total value of all assets as deter- 
mined pursuant to subsection (6) of this regulation. 

2. Assets not considered. In calculating the ratio required by suh.sec- 
tion (5)(B), foreign investment and assets to which interest expense has 
been specifically assigned pursuant to subsection (4) of this regulation 
shall not be considered. 

EXAMPLE: Corporafion A has total interest expense of $1,200. Spe- 
cifically assigned interest expense is $200. A has foreign investments 
valued at $500 and total assets valued at $5,600. The $200 of specifically 
assigned interest expense relates to assets of $600, none of which is for- 
eign investment. Corporation A receives qualifying dividends as defined 
by Revenue and Taxation Code section 2441 1 $50 of which $37.50 ($50 
dividends x 75% = $37.50) is deductible. 

The amount of unassigned interest expense attributable to foreign in- 
vestment is calculated as follows: total interest expense — less specifical- 
ly assigned interest expense = equals unassigned interest expense 
($1,200 - $200 = $1 ,000). Unassigned interest expense multiplied by the 
ratio of the value of unassigned foreign investment to the value of unas- 
signed total assets equals Interest Expense Assignable to foreign invest- 
ment ($1,000 X ($500/$5,000) = $100). 

The amount of unassigned interest expense subject to offset against 
dividends deductible pursuant to Revenue and Taxation Code section 
24411 is $100. 

Only $37.50 of the qualifying dividends received was deductible pur- 
suant to Revenue and Taxation Code section 244 1 1 . For taxable years be- 
ginning prior to January 1 , 1 997, the interest offset pursuant to Revenue 
and Taxafion Code section 24344, subdivision (c), is limited to $37.50 
(the lessor of the $100 interest expense assignable to foreign investment 
or $37.50 dividend deducuble pursuant to Revenue and Taxation Code 
section 24411). 

For taxable years beginning on or after January 1, 1997, the interest 
offset pursuant to Revenue and Taxation Code section 24344, subdivi- 
sion (c), is limited to $28.13. 

Qualifying dividends defined in Revenue and Taxation 

Code section 2441 1 $50 

Multiply by applicable section 2441 1 percentage 75% 

Equals dividends deductible under section 2441 1 S37.50 

Interest expenses assignable to foreign investments $100 
Enter lesser of dividend deductible under section 2441 1 

or interest expense assignable to foreign investments $37.50 

Multiply by applicable section 2441 1 percentage 75% 

Equals section 24344(c) foreign investment interest offset $28.13 

(C) Interest expense paid on new debt incurred on or after January 1, 
1 988. Otherwise unassigned interest expense paid with respect to debt in- 
curred on or after January 1, 1988 shall be assigned pursuant to subsec- 
tion (5)(B) of this regulation except for interest expense paid with respect 
to the proceeds of debt which is paid into an account which is restricted 
as to its purpose so as to preclude its use for foreign investment and which 
account is not in fact used for foreign investment. Debt the majority of 
which was used to refinance debt incurred prior to January 1, 1988, or 
debt arising pursuant to a line of credit or similar account or arrangement, 
shall not be treated as debt incurred on or after January 1, 1988. 

1 . Use of funds deposited in such restricted account for purposes of 
foreign investment shall cause the account to be viewed as unrestricted 
only for the year in which such use occurs. 
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2. The transfer of funds to or through an unrestricted account or ac- 
counts from which proceeds are disbursed for purposes of foreign invest- 
ment within 60 days, both prior to and subsequent to. of the transfer shall 
be disregarded and the disbursement shall be treated as being made from 
the restricted account and shall be subject to the provisions of subsection 
(5)(C)1. of this regulation. 

(6) Asset value. A deduction for interest expense relates more closely 
to the amount of capital utilized or invested in an activity or property than 
to the gross income generated therefrom; therefore, the deduction for in- 
terest shall be apportioned on the basis of asset values. 

(A) Assets other than stock or other equity investment. For purposes 
of this regulation, all assets other than stock in an affiliated corporation 
shall be taken into account at federal tax book value (original cost for fed- 
eral tax purposes less depreciation, amortization or depletion allowed for 
such purposes). 

(B) Stock or other equity investment. For purposes of this regulation, 
stock or other equity investment in an affiliated corporation shall be taken 
into account at its adjusted basis for federal tax purposes 

1 . increased by the amount of the earnings and profits of such corpora- 
tion attributable to such stock or other equity investment and accumu- 
lated during the period the stock or other equity investment was owned 
by another affiliated corporation, or 

2. reduced (but not below zero) by any deficit in earnings and profits 
of such bank or corporation attributable to such stock or other equity in- 
vestment for such period. 

(C) Average values of assets. For purposes of determining values of 
assets under subsection (6)(C) of this regulation, an average of values 
shall be computed for the year on the basis of values of assets at the begin- 
ning and end of the year. The Franchise Tax Board may permit or require 
the averaging of monthly values during the taxable year if reasonably re- 
quired to reflect properly the average value of the assets of the corpora- 
tion included in a combined report. 

NOTE; Authority cited: Section 19503. Revenue and Taxation Code. Reference: 
Section 24344. Revenue and Taxation Code. 

History 

1. New section filed 1-3-89; operative 1-3-89 (Register 89, No. 4). 

2. Change without regulatory effect amending section and Noth filed 3-12-2002 
pursuant to section 100, title 1, California Code of Regulations (Register 2002, 
No. II). 

3. Amendment of subsections (2)(A)l.a. and (2)(G) filed 10-9-2002; operative 
11-8-2002 (Register 2002, No. 41). 



§ 24345-1. Deduction for Taxes or Licenses in General. 

(a) Taxes or licenses which may be deducted include ad valorem prop- 
erty taxes (but see Regulation 24345-2, respecting special assessments), 
automobile registration fees, city license fees, import or customs duties 
paid to federal customs officers, liquor or alcoholic beverage license 
fees, and other business, privilege or excise taxes paid to the United 
States or to a state. Postage is not a tax and may be deducted only insofar 
as it constitutes a business expense. 

(b) Double deductions are not permitted. Accordingly, if taxes are de- 
ducted as a business expense or are added to the cost of the property with 
respect to which they are imposed, they may not be deducted separately 
as taxes. 

(c) For income years beginning before January 1, 1961, taxes on prop- 
erty could be deducted only by the one owning the property, or in posses- 
sion of the property under a contract to purchase at the time the taxes be- 
came a lien. 

Generally, taxes on property in California become a lien on the first 
Monday in March of each year. An exception exists in the case of taxes 
of certain cities having a lien date other than the first Monday in March. 

Although a purchaser of property may not deduct taxes which become 
a lien on the property prior to the fime it was purchased, even though paid 
by the purchaser, the purchaser may add any such taxes paid by it to the 
cost of the property, and thus increase the basis of the property for the 
purpose of compuUng depreciation, gain or loss, etc. 



See SecUon 24346 for apportionment of taxes on real property be- 
tween seller and purchaser for income years beginning after December 
31,1960. 

NOTE: Authority cited: Section 26422. Revenue and Taxation Code. Reference: 
Section 24345, Revenue and Taxation Code. 

Hestory 

1 . New Reg. 24345(a) filed 12-14-64; effective thirtieth day thereafter (Reeister 
64. No. 25). 

2. Renumberine and amcndmenl of Section 24345(a) to Section 24345-1 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37.) 

§ 24345-2. Taxes for Local Benefits. 

(a) Except as provided in subsection (b) of this regulation, so-called 
taxes, more properly assessments, paid for local benefits, such as street, 
sidewalk, and other like improvements, imposed because of and mea- 
sured by some benefit inuring directly to the property against which the 
assessment is levied do not constitute an allowable deduction from gross 
income. A tax is considered assessed against local benefits when the 
property subject to the tax is limited to property benefited. Special asses- 
sments such as fiood control district assessments are not deductible, even 
though an incidental benefit may inure to the public welfare. The real 
property taxes deductible are those levied for the general public welfare 
by the proper taxing authorities at a like rate against all property in the 
territory over which such authorities have jurisdicUon. For treatment of 
assessments for local benefits as adjustments to the basis of property see 
Section 24916(a). 

(b)(1) Insofar as assessments against local benefits are made for the 
purpose of maintenance or repair or for the purpose of meeting interest 
charges with respect to such benefits, they are deductible. In such cases 
the burden is on the taxpayer to show the allocation of the amounts as- 
sessed to the different purposes. If the allocation cannot be made, none 
of the amount so paid is deducUble. 

(2) Taxes or assessments levied by an irrigation or other water district 
are deductible if such taxes or assessments are levied at a uniform rate 
upon all property within the district. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24345, Revenue and Taxation Code. 

History 

1. New Reg. 24345(b) filed 12-14-64; effective thirtieth day thereafter (Register 
64, No. 25). 

2. Renumbering and amendment of Section 24345(b) to Section 24345-2 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24345-3. Federal Stamp Taxes. 

No deduction is allowed under Section 24345 for Federal stamp taxes 
(not described in Section 24345-1 (b) or (c)), paid or accrued within the 
income year. The fact that any such tax is not deductible as a tax under 
Section 24345 does not prevent its deduction under Section 24343, pro- 
vided it represents an ordinary and necessary expense paid or incurred 
during the income year by a corporation in the conduct of any trade or 
business or, its being taken into account during the income year as a part 
of the cost of acquiring or producing property in the trade or business. 
NotE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24345, Revenue and Taxation Code. 

History 

1. New Reg. 24.345(c) filed 12-14-64; effective thirtieth day thereafter (Reaister 
64, No. 25). 

2. Renumbering and amendment of Section 24345(c) to Section 24345-3 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24345-4. Sales and Gasoline Taxes. 

Amounts representing gasoline and sales taxes paid by a purchaser of 
services or tangible personal property are deductible by such purchaser 
as taxes, provided they are not paid in connection with its trade or busi- 
ness. The fact that, under the law imposing it, the incidence of the gaso- 
line or sales tax does not fall on the purchaser is immaterial. 

As used in this regulation the term "gasoline or sales tax" means a tax 
imposed by any state, territory, district, or possession of the United 
States, or any political subdivision thereof upon persons engaged in sell- 
ing tangible personal property at retail, which is measured by the gross 
sales price or the gross receipts from the sale, or which is a stated sum per 
unit of such property sold. The term also includes a tax imposed by such 
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authorities upon persons engaged in furnishing services at retail, which 
is measured by the gross receipts for furnishing such services. 
NoTti: Authority cited: Section 1950.^, Revenue and Taxation Code. Reference: 
.Section 2434.'i. Revenue and Taxation Code. 

History 

1 . New Rea. 24.34.'i(d) filed 12-14-64; effective thirtieth day thereafter (Register 
64, No. 25). 

2. Renuinhcring of Section 2434.S(d) to Section 2434.5-4 filed 9-3-82; effective 
thirtieth day thereafter (Register 82, No. 37). 

3. Change without regulatory effect amending first paragraph and NoTi-: filed 
8-7-2003 pursuant to .section 1 00. title 1 , California Code of Resulations (Reg- 
i.ster2003. No. 32). 

§ 24345-5. Federal Social Security Taxes and State 
Unemployment Insurance Contributions. 

Taxes on. according to or measured by income or profits, imposed by 
the Government of the United States or any foreign country or any stale, 
territory, or political subdivision thereof, including all taxes paid or ac- 
crued to this State under this part, are not deductible. 

Taxes and contributions paid by employers pursuant to the Federal So- 
cial Security Act or the California Unemployment Insurance Act are de- 
ductible from gross income in computing the employer's net income. 
NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24345, Revenue and Taxation Code. 

History 

1. New Reg. 24345(e) filed 12-14-64; effective thirtieth day thereafter (Register 
64. No. 25). 

2. Renumbering of Section 24345(e) to Section 24345-5 filed 9-3-82; effective 
thirtieth day thereafter (Register 82, No. 37). 

§ 24345-6. Taxes of Shareholder Paid by Corporation. 

Banks and other corporations paying taxes assessed against their 
shareholders on account of their ownership of the shares of stock issued 
by such corporations without reimbursement from such shareholders 
may deduct the amount of taxes so paid. In such cases no deduction shall 
be allowed to the shareholders for such taxes. The amount so paid should 
not be included in the gross income of the shareholder. 
NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24345, Revenue and Taxation Code. 

History 

1 . New Reg. 24345(f) filed 12-14-64; effective thirtieth day thereafter (Register 
64, No. 25). 

2. Renumbering of Section 24345(f) to Section 24345-6 filed 9-3-82; effective 
thirtieth day thereafter (Register 82, No. 37). 

§ 24345-7, Foreign Taxes. 

(a) Definitions, as u.sed in this regulation; 

( 1 ) "Income tax" means a tax on or according to or measured by gross 
or net income or profits paid or accrued within the income year imposed 
by the authority of any foreign country. 

(2) "Foreign tax" means a compulsory payment imposed by and pur- 
suant to the authority of a foreign country to levy taxes. A penalty, fine, 
interest or customs duty is not a tax. Whether a foreign tax requires a com- 
pulsory payment pursuant to a foreign country's authority to levy taxes 
is determined by principles of United States law and not by principles of 
law of the foreign country. 

(3) "Foreign country" means any jurisdiction other than one embraced 
within the United States, including a political subdivision of such juris- 
diction. 

(4) "Dual capacity tax" means a tax which is paid to a foreign country 
or to an agency or instrumentality of a foreign country which is all or in 
part an income tax and which is also for receipt of or future receipt of, 
directly or indirectly, a specific economic benefit from a foreign country 
or from an agency or instrumentality of a foreign country. 

(5) "Specific economic benefit" means an economic benefit that is not 
made available on substantially the same terms to substantially all per- 
sons who are subject to an income tax that is generally imposed by the 
foreign country, or, if there is no such generally imposed income tax, an 
economic benefit that is not made available on substantially the same 
terms to the population of the country in general. 



(6) "Paid" means "paid or accrued"; the term "payment" means "pay- 
ment or accrual"; and the term "paid by" means "paid or accrued by or 
on behalf of." 

(7) "Entity" means a corporation, partnership, bank, association, busi- 
ness trust or organization of any kind. 

(b) Income tax. 

( 1 ) In general. Section 24345(b) of the Revenue and Taxation Code al- 
lows, in part, a deduction for taxes paid or accrued during the income year 
except taxes on or according to or measured by income or profits paid or 
accrued within the income year imposed by the authority of the govern- 
ment of any foreign country. Whether a foreign tax is an income tax is 
determined independently for each .separate foreign tax. If the initial 
amount of one foreign tax is reduced or satisfied by credit or otherwise 
by the amount of another foreign tax, the amount of the first tax that is 
paid or accrued is the excess of the initial tax over the other tax. No deduc- 
tion shall be allowed under section 24345(b) of the Revenue and Taxa- 
tion Code for payments of foreign taxes which are refunded, credited, re- 
bated, abated or forgiven by a foreign government. 

(2) Realization. An "income" tax can only be imposed upon realized 
income, and to the extent a foreign tax is not imposed on realized income, 
it is not an income tax. Although the technical concept of realization does 
not require the receipt of money or property by the taxpayer, it does re- 
quire the taxpayer to obtain the fruition of the economic gain which has 
accrued to it or it requires some identifiable event whereby the taxpayer 
obtains the final enjoyment of whatever economic gain or benefit has ac- 
crued to it. 

(3) Burden of Proof. 

(A) In general. The burden of proof rests upon the taxpayer to prove 
entitlement to a deduction under section 24345(b) of the Revenue and 
Taxation Code. Whether a foreign tax is properly characterized as an in- 
come tax will be decided on its own facts by reference to the specific ac- 
tivity taxed. Thenature of a foreign tax is determined by its operation, not 
by labels placed upon it, and a determination must be made as to how a 
foreign tax is actually imposed on the tax payer for the given income year 
for which a deduction is claimed under section 24345(b) of the Revenue 
and Taxation Code. A single foreign tax may be deductible in part, based 
upon the manner in which the tax is actually imposed upon the taxpayer 
for the given year for which the deduction is claimed. A taxpayer shall 
be entitled to a deduction for only that portion of the tax actually imposed 
upon the taxpayer for the given income year for which the deducfion is 
claimed which the taxpayer can establish is not an income tax. 

EXAMPLE: 

Corporation B is engaged in foreign country Y in the business of ex- 
tracting petroleum. B pays to Y a foreign tax based upon a lax base com- 
prised of two elements: (1) gross income of B from activities within Y, 
and (2) the value of B's end of year inventory in Y. B had gross income 
of 100, and inventory in Y of 10 at the end of the year. B is entitled to a 
deduction of the tax paid to Y on the value of B's end of year inventory 
of 10 which is a non-income tax element of the foreign tax, but is not en- 
titled to a deduction on the tax paid to Y on its 1 00 of gross income which 
is an income tax. These conclusions are determined without regard to 
how Y's foreign tax law is applied to other taxpayers. 

(B) Presumption. It shall be presumed, subject to rebuttal, that a pay- 
ment to a foreign country is an income lax if the foreign country asserts 
that the payment is all or in part pursuant to the foreign country's author- 
ity to levy taxes. 

(4) Nonapplicability of federal provisions. Sections 901 and 903 of the 
Internal Revenue Code, and the federal regulations promulgated thereun- 
der, shall not be used to determine the character or deductibility of a for- 
eign tax under section 24345 of the Revenue and Taxation Code. 

(c) Dual capacity taxes. 

(1) In general. The deductibility of a foreign tax, or a portion of it, is 
determined under this subsection if the tax paid is a dual capacity tax. 
Otherwise, the deductibility of a foreign tax is to be determined under 
subsection (b). If in applying the principles of California law, a foreign 
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lax requires a compulsory payment in exchange for a specific economic 
benefit, the tax is considered to have two distinct elements; an income 
tax, and a tax in exchange for the specific economic benefit. In such a sit- 
uation, these two distinct elements of the foreign tax (and the amount paid 
pursuant to each such element) shall be separated. 

(2) Burden of proof for dual capacity taxes. 

(A) In order for a taxpayer to deduct all or a portion of a dual capacity 
tax, the burden is upon the taxpayer claiming a deduction to prove that 
the imposition of the foreign tax is directly related to the receipt or future 
receipt of, directly or indirectly, a specific economic benefit from the for- 
eign country and the amount, if any, that is not an income tax, by use of 
one of two alternative methods. Those methods are the facts and circum- 
stances method (described in subsection (c)(3)(A)) and the safe harbor 
method (described in subsection (c)(3)(B)). 

(B) Presumption. It shall be presumed, subject to rebuttal, that a pay- 
ment to a foreign country is an income tax if the foreign country asserts 
that the payment is all or in part pursuant to the foreign country's author- 
ity to levy taxes. 

(3) Satisfaction of burden of proof. 

(A) Facts and circumstances method. If the taxpayer claiming a deduc- 
tion establishes, based on all the relevant facts and circumstances, the 
specific amount, if any, of the dual capacity tax that is not an income tax 
within the meaning ofsubsection (b), such amount is deductible. In deter- 
mining the deductible amount under the facts and circumstances method, 
neither the methodology nor the results that would be obtained if a tax- 
payer elected to apply the safe harbor method is a relevant fact or circum- 
stance. 

(B) Safe harbor method. Under the safe harbor method, the taxpayer 
clai ming a deduction for a dual capacity tax makes an election on its Cali- 
fornia return with respect to the foreign country which asserted that tax 
upon an entity included in its combined report as provided in subsection 
(c)(4) and, pursuant to such election, applies the safe harbor method for- 
mula described in subsection (c)(5). 

(4) Election to use the safe harbor method. 

(A) Scope of election. An election to use the safe harbor method is 
made on a country-by-country basis. If an election is made to use the safe 
harbor method for dual capacity taxes paid to a particular foreign coun- 
try, the election applies to all entities included in a taxpayer's combined 
report which paid dual capacity taxes to that foreign country and to all 
dual capacity taxes paid to that foreign country. The election applies to 
the first income year for which the election is made and to all subsequent 
income years of the electing taxpayer, unless the election is revoked in 
accordance with subsection (c)(4)(D). The election to use the safe harbor 
method is made in the time and manner set forth in subsection (c)(4)(C). 

(B) Effect of election. An election to use the safe harbor method con- 
stitutes a specific waiver by the taxpayer of the right to use the facts and 
circumstances method for any dual capacity taxes for the elected foreign 
country for the years to which the election apphes. An election to use the 
safe harbor method also constitutes a specific waiver by the taxpayer to 
pursue any additional deduction for any dual capacity taxes for the 
elected foreign country for the years to which the election applies through 
any litigation pursuant to sections 26101 through 26107 of the Revenue 
and Taxation Code, or by protest pursuant to section 25664 of the Reve- 
nue and Taxation Code, or by appeal pursuant to sections 25666(b) and 
25667 of the Revenue and Taxation Code or by refund or credit pursuant 
to sections 26071 through 26081 of the Revenue and Taxation Code. 

(C) Time and manner of making the election to use the safe harbor 
method. 

1. In general. An electing taxpayer shall attach a statement, for each 
foreign country for which the election is made which asserted a dual ca- 
pacity tax upon an entity included in its combined report, to its California 
Franchise or Income Tax Return for the first income year for which the 
election is made and shall file such return by the due date (including ex- 
tensions), pursuant to sections 25401 through 25406 of the Revenue and 
Taxation Code, for the filing thereof. The statement shall provide that the 



electing taxpayer elects to use the safe harbor method for each such for- 
eign country. 

2. Certain retroactive elections. Notwithstanding the requirements of 
subsection (c)(4)(C) I. an election may be made for any years ended on 
or before December 31, 1990 for which returns have previously been 
filed by timely filing (including extensions), pursuant to sections 26073 
and 26073.2 Of the Revenue and Taxation Code, an amended California 
Franchise or Income Tax Return setting forth the calculation(s) of the 
safe harbor method deduction(s) for the first of the election income years 
and applying the safe harbor method in such amended return; by attach- 
ing to such first election year return a statement containing the statement 
and information set forth in subsection (c)(4)(C) 1. and by timely filing 
(including extensions) amended returns setting forth the calculation(s) of 
the safe harbor method deduction(s) for all other election years for which 
returns have previously been filed and applying the safe harbor method 
in such amended returns. All such amended returns must be filed on or 
before June 30. 1991, unless the Franchise Tax Board agrees in writing 
to a later filing and the applicable statutes of limitations on deficiency 
assessments or refund claims have not expired by the time of such later 
filing. 

(D) Revocation of election. An election to use the safe harbor method 
can only be revoked with the written consent of the Franchise Tax Board. 
Request for consent to revoke an election shall be made by filing a state- 
ment providing that the taxpayer revokes the safe harbor election with the 
Franchise Tax Board, Post Office Box 1468, Sacramento, CA 
95812-1468. Such statement shall be mailed to the Franchise Tax Board 
no later than the 90th day before the due date (including extensions), pur- 
suant to sections 25401 through 25406 of the Revenue and Taxation 
Code, for the filing of the return for the first income year for which the 
revocation is sought to be effective. The Franchise Tax Board shall make 
its consent to any revocation conditioned upon necessary adjustments 
being made in one or more income years so as to prevent the revocation 
from resulting in amounts being duplicated or omitted. 

(5) Safe harbor method formula. 

(A) In general. The elective safe harbor method formula applies to de- 
termine the portion, if any, of a dual capacity tax that is not an income tax. 
The safe harbor method formula addresses two possible parts of a dual 
capacity tax payment. The first part is the "posted price differential" pay- 
ment, which is defined as an actual payment of a foreign tax imposed on 
the differential between the market and posted price of crude oil (herein- 
after "PPD" payment). A PPD payment is generally computed by sub- 
tracting from the actual tax paid to a foreign country the tax that would 
have been payable had gross receipts been calculated based on the market 
price, not the posted price, of crude oil. The second part of the payment, 
is the NONPPD payment which is defined as an actual payment of dual 
capacity tax which is not a PPD payment. Unless otherwise provided, 
both PPD and NONPPD payments exclude those payments which are re- 
funded, credited, rebated, abated or forgiven by a foreign country. In no 
case shall payments representing withholding of taxes imposed on inter- 
est, dividends, rent, salaries, wages, premiums, annuities, remunerations, 
emoluments and other fixed or determinable annual or periodic gains, 
profits and income ("withholding taxes") payable by the payee of such 
amounts be included in the elecfive safe harbor method formula compu- 
tafion or components. 

(B) Under the safe harbor method formula the amount paid in an in- 
come year which is not an income tax is determined by two part computa- 
tion: 

PART ONE: A-X(B-C)=D 

PART TWO: A-X[B-(C+D)]-hE=F 

The components of the safe harbor method formula are defined asfol- 
lows: 

A =The aggregate amount of NONPPD payments plus amounts of li- 
ability actually paid during the income year for taxes which are not dual 
capacity taxes and which are not separately deductible under subsection 
(b), excluding any withholding tax. 
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B = The amount of total gross receipts which relate to all activity taxed 
in the foreign country as determined under subsection (c)(5)(C). 

C = The amount of cost of goods sold and operating expenses incurred 
in the income year to which the election pertains that related to the gross 
receipts included in component B. above, as determined under subsec- 
tion (c)(5)(C), excluding NONPPD payments, but including PPD pay- 
ments, if any. 

D = The result of the PART ONE computation, but not less than zero. 

E = PPD payments, if any. 

F = The safe harbor deduction. 

X = Fifty-five percent (.55) for all income years ended on or before 
December 31, 1986. Fifty two percent (.52) for all income years begin- 
ning on or after January 1, 1987. 

In no case shall the deductible amount exceed the actual payment 
amount; and the deductible amount is zero if the safe harbor method for- 
mula yields a deductible amount less than zero. In no case shall the de- 
ductible amount be less than the PPD payments. In no case shall more 
than a single deduction be allowed for any payment of a foreign tax. 

(C) Determination of gross receipts, cost of goods sold and operating 
expenses. For purposes of safe harbor formula, gross receipts, cost of 
goods sold and operating expenses are those same items as determined 
under accounting methods set forth in subsections (b)(3) and (d) of sec- 
tion 25 i 37-6 of title 1 8 of the California Code of Regulations. Gross re- 
ceipts exclude the difference between the posted price and market price 
of crude oil. 

(D) Combined operations. If the operations in a foreign country were 
carried on by more than one entity combinable in a taxpayer's California 
report, those operations are to be combined in computing the deduction 
under the safe harbor method. 

(E) Examples of application of the safe harbor formula method. 
EXAMPLE 1 : 

The Petroleum Profits Tax Law (PPTL) of foreign country A provides, 
in part, that all underground oil and gas in that country is the property of 
the government of country A and that no person shall mine or produce 
petroleum unless authorized by a concession agreement issued under that 
law. The PPTL imposes a tax on the profits of all companies engaged in 
"petroleum operations" which are defined as activities involved in and 
incidental to obtaining petroleum and natural gas. The General Income 
Tax Law (GITL) of country A subjects all income generated in that coun- 
try to taxation. However, income from petroleum operations is exempted 
by the GITL. The tax imposed under the PPTL is based on net income and 
the amount of the tax is set at a flat rate of 70 percent, a rate higher than 
the GITL tax rate which is set at a flat 55 percent. For purposes of calcu- 
lating net income under the PPTL, profits are calculated based on the 
posted price of crude oil, which is higher in amount than the actual market 
price. In 1985 S is a concession holder whose income generated within 
country A is solely from its petroleum extraction operations therein. S is 
a wholly owned subsidiary of, and includible in the combined group of, 
a California taxpayer. 

The PPTL tax is adual capacity tax. Pursuant to procedures of comput- 
ing tax liability and the methods of accounting set forth in the PPTL 
(which are different than the methods of accounting that pertain to the 
safe harbor method formula set forth in subsection (c)(5)(C)), S had 165 
in grossreceipts, 45 in cost of goods sold and operating expenses, and a 
net income of 1 20 ( 1 65 less 45). A tax Hability of 84 ( 1 20 net income mul- 
tiplied by the 70 percent tax rate) is imposed on and paid by S under the 
PPTL. 

For purposes of the safe harbor method formula, of the 84 imposed and 
paid under the PPTL, 10 is determined to be a PPD payment within the 
meaning of component E because that is the amount by which the actual 
tax paid under the PPTL exceeded the tax that would have been payable 
had profits been calculated based on the market price of crude oil. Com- 
ponent A, the NONPPD payment, is 74 (84 less 10). S received 150 in 
gross receipts within the meaning of component B and the methods of ac- 
counting attendant thereto. S also incurred 50 in cost of goods sold and 



operating expenses (including the PPD payment of 10) within the mean- 
ing of component C and the methods of accounting attendant thereto. 
Component X is .55 because the income year in issue is prior to 1987. 

The deduction allowed by the safe harbor method formula is deter- 
mined as follows: A=74, B=150, C=50, E=10 and X=.55. 

PART ONE: A-X(B-C)=D 

74-.55(150-50)=D 

74-.55(100)=D 

74-55=D 

D=19 

PART TWO: A-X[B-(C+D)]+E=F 

74-.55[150-(50+19)]+10=F 

74-.55[150-69J+10=F 

74-.55[81]-i-10=F 

74-44.55-1- 10=F 

F=39.45 

Thus, of the 84 imposed on and paid by S to country A, 39.45 is deduct- 
ible. The remaining 44.55 is not deductible. 

EXAMPLE 2: 

The Petroleum Tax Law (PTL) of foreign country B provides, in part, 
that all underground oil and gas in that country is the property of the gov- 
ernment of country B and that no person shall mine or produce petroleum 
unless authorized by a concession agreement issued under that law. Fur- 
thermore, the PTL specifies that an oil company or other concession 
holder under the PTL shall pay such income tax and other taxes as are 
payable under the laws of country B. The PTL requires that if the total 
annual amount of income tax and other direct taxes falls short of 70 per- 
cent of a concession holder's profits from all its country B concessions, 
such concession holder must pay such sum by way of a "surtax" as will 
make the total of its payments equal 70 percent of its profits. Credit is al- 
lowed for the payment of income tax and other direct taxes of country B 
against the PTL liability. 

Under the PTL, "profits" are defined as the income resulting from the 
operations of the concession holder after deducting certain expenses. No 
deduction is allowed for income taxes and other direct taxes paid to coun- 
try B. For purposes of calculating "income resulting from the operations 
of the concession holder," profits are calculated based on the posted price 
of crude oil, which is higher in amount than the actual market price. In 
1985 S is a concession holder whose income generated within country B 
is solely from its petroleum extraction operations therein. S is a wholly 
owned subsidiary of, and includible in the combined group of, a Califor- 
nia taxpayer. 

All companies engaged in business activities in country B must pay an 
income tax imposed under the Corporation Income Tax Law (CITL). The 
CITL is the general income tax law of country B and is imposed at a flat 
rate of 55 percent. 

The PTL tax is a dual capacity tax. Pursuant to procedures of comput- 
ing tax liability and the methods of accounting set forth in the PTL (which 
are different than the methods of accounting that pertain to the safe har- 
bor method formula set forth in subsection (c)(5)(C) and the methods of 
accounting set forth in the CITL), S had 165 in gross receipts, 45 in cost 
of goods sold and operating expenses and a net income of 120 (165 less 
45). A tax habiUty of 84 ( 1 20 net income multiplied by the 70 percent tax 
rate) is imposed on S under the PTL. 

The CITL tax is determined not to be deductible under subsection (b). 
Pursuant to procedures of computing tax liability and the methods of ac- 
counting set forth in the CITL (which are different than the methods of 
accounting that pertain to the safe harbor method formula set forth in sub- 
section (c)(5)(C) and the methods of accounting set forth in the PTL), S 
had 1 50 in gross receipts, 50 in cost of goods sold and operating expenses 
and a net income of 100 (150 less 50). A tax hability of 55 (100 net in- 
come multiplied by the 55 percent tax rate) is imposed on and paid by S 
under that law. However, S is allowed a credit of the amount paid under 
the CITL against its PTL lax liability . Therefore, the net amount of tax 
S actually pays under the PTL is 29 (84 less 55). 
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For purposes of the safe harbor method formula, of the 29 paid under 
the PTL, 10 is determined to be a PPD payment within the meaning of 
component E because that is the amount by which the actual tax paid un- 
der the PTL exceeded the tax that would have been payable had profits 
been calculated based on the market price of crude oil. No portion of the 
CITL is a PPD payment. Component A, the NONPPD payment, is 19 (29 
less 10) plus 55 paid under the CITL which was credited against S"s li- 
ability under the PTL, for a total value of 74. S received 150 in gross re- 
ceipts within the meaning of component B and the methods of accounting 
attendant thereto. S also incurred 50 in cost of goods sold and 

operating expenses (including the PPD payment of 10) within the 
meaning of component C and the methods of accounting attendant there- 
to. Component X is .55 because the income year in issue is prior to 1987. 

The deduction allowed under the safe harbor method formula is deter- 
mined as follows: 

A=74. B=150, C=50, E=10 and X=.55. 

PART ONE: A-X(B-C)=D 

74-.55(150-50)=D 

74-.55(100)=D 

74-55=D 

D=19 

PART TWO: A-X[B-(C-i-D)]-i-E=F 

74-.55[150-(50-i-l 9)1-1- 10=F 

74-.55[l 50-69]-!- 10=F 

74-.55[81]+iO=F 

74^4.55-HlO=F 

F=39.45 

Thus, of the 84 imposed on and paid by S to country B, 39.45 is deduct- 
ible. The remaining 44.55 is not deductible. 

EXAMPLE 3: 

The Petroleum Revenue Law (PRL) of foreign country C provides, in 
part, that all underground oil and gas in country C, its territorial waters 
and its continental shelf is the property of country C and that no person 
shall extract such oil and gas except under license from the government 
of country C. Securing such a license to extract oil and gas in country C 
subjects a taxpayer to the tax imposed under the PRL. The PRL imposes 
a tax on all profits from oil extraction at a flat rate of 60 percent. Gross 
receipts for purposes of the PRL are calculated based on the current mar- 
ket value of oil and gas. The PRL tax is generally based on net income 
and is imposed in addition to the tax imposed by the Corporation Income 
Tax Law (CITL), the general income tax law of country C. The tax liabil- 
ity paid under the PRL is allowed as a deduction in computing a taxpay- 
er' s liability under the CITL. In 1985 S is a license holder under the PRL 
whose income generated within country C is solely from its petroleum 
extraction operations therein. S is a wholly owned subsidiary of, and in- 
cludible in the combined group of, a California lax payer. 

The CITL imposes a tax on the aggregate of net income of a corpora- 
tion and its rate is set at a flat 50 percent. 

The PRL tax is a dual capacity tax. Pursuant to procedures of comput- 
ing tax liability and the methods of accounting set forth in the PRL (which 
are different than the methods of accounting that pertain to the safe har- 
bor method formula set forth in subsection (c)(5)(C) and the methods of 
accounting set forth in the CITL), S had 150 in gross receipts, 40 in cost 
of goods sold and operating expenses and a net income of 1 10 (150 less 
40). A tax liability of 66 ( 1 10 net income multiplied by the 60 percent tax 
rate) is imposed on and paid by S under the PRL. 

The CITL tax is determined to not be deductible under subsection (b). 
Pursuant to the procedures of computing tax liability and the methods of 
accounting set forth in the CITL (which are different than the methods 
of accounting that pertain to the safe harbor method formula set forth in 
subsection (c)(5)(C) and the methods of accounting set forth in the PRL), 
S had 150 in gross receipts, 52 in cost of goods sold and operating ex- 
penses, a deduction for the payment of its PRL liabihty of 66, and a net 
income of 32 (150 less 52 and 66). A tax liability of 16 (32 net income 



multiplied by the 50 percent tax rate) is imposed on and paid by S under 
the CITL. 

For purposes of the safe harbor method formula, the value of compo- 
nent A is 82 (66 paid under the PRL plus 16 paid under the CITL). S re- 
ceived 150 in gross receipts within the meaning of component B and the 
methods of accounting attendant thereto. S also incurred 40 in cost of 
goods sold and operating expenses within the meaning of component C 
and the methods of accounting attendant thereto. The value of compo- 
nent E is zero because there were no PPD payments. Component X is .55 
because the income year in issue is prior to 1987. 

The deduction allowed under the safe harbor method formula is deter- 
mined as follows: A=82, B=150, C=40, E=0 and X=.55. 

PART ONE: A-X(B-C)=D 

82-.55(150-40)=D 

82-..55(110)=D 

82-60.5 

D=21.5 

PART TWO: 

82-.55[l50-(40+21.5)]+0=F 

82-.55[150-61.5]-i-0=F 

82-.55[88.5]+0=F 

82-48.675+0=F 

F=33.325 

Thus of the 82 imposed on and paid by S to country C, 33.325 is de- 
ductible. The remaining 48.675 is not deductible. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24345, Revenue and Taxation Code. 

HtSTORY 
]. New section filed 3-1-91; operative 3-3I-9I (Register91, No. 15). 

§ 24347-1 . Losses. 

NOTE; Authority cited: Section 26422. Revenue and Taxation Code. Reference: 
Section 24347, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Reeister 72, No. 
19). 

2. Renumbering and amendment of Section 24347(a) to Section 24347-1 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

3. Change without regulatory effect repealing section filed 11-4-97 pursuant to 
section 100. title 1, CaHfomia Code of Regulations (Register 97, No. 45). 

§ 24347-2. Obsolescence of Nondepreciable Property. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24347, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 

2. Renumbering and amendment of Section 24347(b) to Section 24347-2 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

3. Change without reguiatoi^ effect repealing section filed 1 1-4-97 pursuant to 
section 100, title 1, California Code of Regulafions (Register 97, No. 45). 

§ 24347-3. Demolition of Buildings. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24347, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Reeister 72, No. 
19). 

2. Renumbering and amendment of Section 24347(c) to Section 24347-3 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

3. Change without regulatory effect repealing section filed 11^1-97 pursuant to 
section 100, title 1, CaHfomia Code of Regulations (Register 97, No. 45). 

§ 24347-4. Decline in Value of Stock. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24347, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 

2. Renumbering and amendment of Secfion 24347(d) to Section 24347-4 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 
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3. Change w iihout regulatory effect repealing section filed 1 1-4-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 45). 

§ 24347-5. Worthless Securities. 

No'li:: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24347. Revenue and Taxation Code. 

History 

1. New section filed 5-5-12; effective thirtieth day thereafter (Register 72, No. 
19). 

2. Renumbering and amendment of Section 24347(e) to Section 24347-5 filed 
9-3-H2: effective thiilieth day thereafter (Register 82, No. 37). 

3. Change without regulatory effect repealing section filed 1 1-4-97 pursuant to 
section 100. title 1, California Code of Regulations (Register 97, No. 45). 

§ 24347-6. Losses of Farming Corporations. 

NOTl:: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24347, Revenue and Taxation Code. 

Hi. STORY 

1. New section filed 5-5-72; effective thinieth day thereafter (Register 72. No. 
19). 

2. Renumbering and amendinent of Section 24347(0 to Secfion 24347-6 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

3. Change without regulatory effect repealing section filed 1 1-4-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 45). 

§ 24347-7. Casualty Losses. 

NOTK: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24347, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 

2. Renumbering and amendment of Secfion 24347(g) to Secfion 24347-7 filed 
9-3-82; effective thirtieth day thereafter ( Register 82, No. 37). 

3. Change without regulatory effect repealing section filed 11 ^1-97 pursuant to 
section 100, fitle 1, California Code of Regulations (Register 97, No. 45). 

§ 24347-8. Theft Losses. 

NOTH: Authority cited: Secfion 26422, Revenue and Taxafion Code. Reference: 
Section 24347, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 

2. Renumbering and amendment of Section 24347(h) to Section 24347-8 filed 
9-3-82: effecfive thirtieth day thereafter (Register 82, No. 37). 

3. Change without regulatory effect repealing section filed 7-5-2000 pursuant to 
section 100, fifie 1, California Code of Regulations (Register 2000, No. 27). 

§ 24348(a).** Bad Debt Deduction for Building and Loan 
Associations. 

NOTE: Authority cited: Section 19503. Revenue and Taxafion Code. Reference: 
Secfion 24348, Revenue and Taxation Code. 

History 

1 . Amendment filed 12-24-71 ; effective thirtieth day thereafter (Register 71, No. 
52). For prior history, see Register 63, No. 24. 

2. Amendment filed 1 1-27-74; effective thirtieth day thereafter (Register 74, No. 
48). 

3. Change without regulatory effect amending subsection (3)(ii), repealing old 
NoTK, and adopfing new Noth filed 7-30-97 pursuant to section 100. fitle 1. 
California Code of Regulations (Register 97, No. 31). 

4. Change without regulatory effect repealing section filed 12-4-2003 pursuant 
to section 100, title 1. California Code of Regulations (Register 2003. No. 49). 



*"''See Section 50500. Title 1 8. for Income Eligibility Trusts established by De- 
partment of Housing and Community Development. 

§ 24348(b). Bad Debt Deduction for Banks and Savings 
and Loan Associations. 

NOTIi: Authority cited: Section 19503. Revenue and Taxation Code. Reference: 
Section 24348. Revenue and Taxation Code. 

History 

1. Amendment filed 6-3-77; effective thirtieth day thereafter (Register 77, No. 
23). For prior history, see Register 74, No. 48. 

2. Amendment of subsections (3) and (5) filed 2-7-86 as an emergency; effective 
upon filing (Register 86, No. 6). A Certificate of Compliance must be trans- 
mitted to OAL within 120 days or emergency language will be repealed on 
6-9-86. 

3. Certificate of Compliance transmitted to OAL 6-4-86 and filed 7-2-86 (Regis- 
ter 86, No. 27). 



4. Change without regulatory effect amending sub.scction (3)(H) and Noii filed 
7-30-97 pursuant to section 1 00, title 1 , California Code of Regulations ( Regis- 
ter 97, No. 31). 

5. Change without regulatory effect repealing section filed 12-2-2002 pursuant 
to secfion 100, title'l, California Code of Rl-gulations (Register 2002, No. 49). 

§ 24348(c). Taxability of Bad Debt Reserves of Taxpayers 
Who Cease to Be Subject to Tax. 

Section 24348 provides in pari that there shall be allowed as a deduc- 
tion, in the discretion of the Franchise Tax Board, a reasonable addition 
to a reserve for bad debts. As authorized by Section 24348 the Franchise 
Tax Board has issued ailings and regulations relating to the amount al- 
lowable as an addition to a reserve for bad debts. This regulation, howev- 
er, relates to the treatment of a bad debt reserve when all reason for main- 
taining the reserve ceases. 

Since additions to a bad debt reserve reduced the amount of tax which 
otherwise would have been due. any amount received from the sale or 
other disposition of receivables for more than their net tax basis in the 
year that a taxpayer ceases to be subject to the tax imposed by this part 
or ceases to be subject to a tax measured by net income is required to be 
included in the measure of tax for the last year that a taxpayer was subject 
to tax measured by or imposed upon net income to the extent that the 
amounts derived from such sale resulted in a tax benefit. As used in this 
regulation the term "net tax basis" means the face value of accounts re- 
ceivable when sold, less amounts which have been set aside as a reserve 
for bad debts. The provisions of this paragraph may be illustrated by the 
following example: 

EXAMPLE: 

X Corporation, whose accounting period is the calendar year, has as 
of December 31, 1 96 1 , accounts receivable in the amount of $1 .000,000. 
Its reserve for bad debts as of such date is $75,000. $25,000 of which was 
added during the calendar year 1961. Thus, the net tax basis of its ac- 
counts receivables as of December 31, 1961 is $925,000 ($1,000,000 
— $75,000). On December 3 1 , 1 96 1 , X Corporation ceases to do business 
and sells its accounts receivable for $1,000,000. The amount to be in- 
cluded in the measure of the tax for the calendar year ended December 
31,1 960, the last year that X Corporation was subject to tax measured by 
income, is $50,000 ($75,000 [the amount added to the reserve for the cal- 
endar year 1961, which did not result in a tax benefit]). The tax attribut- 
able to this amount must be paid for the calendar year that X Corporation 
ceased doing business. 

The tax measured by the inclusion of such income shall not be subject 
to the proration provided for in Section 23332. 

The provisions of this regulation shall not be applicable where the as- 
sets of a taxpayer are transferred to another taxpayer in a reorganization 
as defined in Section 23251, if the transferee taxpayer succeeds to and 
takes the amount of the transferee taxpayer's bad debt reserve into ac- 
count. 

Any taxpayer which has established a reserve for bad debts and there- 
after requests a tax clearance certificate prior to dissolving or withdraw- 
ing, shall, at the time it requests a tax clearance, advise the Franchise Tax 
Board as to the disposition of its reserve forbad debts. Any additional tax 
due as the result of the applicafion of this regulation shall be secured or 
paid before a tax clearance certificate is issued. 

Hi.story 

1. New secfion filed 8-6-62; effecfive thirtieth day thereafter (Register 62, No. 
16). 

2. Renumbering from Section 24348(b) filed 12-24-71; effective thirtieth day 
thereafter (Register 71, No. 52). 

§ 24348(d). Bad Debts. 

NOTE: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 

1. New secfion filed 5-5-72; effecfive thirtieth day thereafter (Register 72, No. 
19). 

2. Repealer filed 9-3-82; effecfive thirtieth day thereafter (Register 82, No. 37). 

§ 24348(e). Evidence of Worthlessness. 

NOTE: Authority and reference cited: Section 26422. Revenue and Taxation Code. 



Page 403 



Register 2(X)3, No. 49; 12-5-2003 



§ 24348(f) 



BARCLAYS CALIFORNIA CODE OF REGULATIONS 



Title 18 



History 2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

1. New section filed 5-5-72; effective thirtieth day thereafter. (Register 72, No. 
19). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). § 24348(g). Reserve for Bad Debts. 

NOTE: Authoiity and reference cited: Section 26422, Revenue and Taxation Code. 

§ 24348(f). Partial or Total Worthlessness. History 

NOTE: Authority and reference cited: Section 26422. Revenue and Taxation Code. , v, ,• „,,___.,, „,. . ... . . ,, r, ,r, ■, -tt m 

■^ ,, 1. New section filed 5-3-72; effective thirtieth day thereafter (Resister 72. No. 

History 19^ 

1. New section filed 5-5-72; effective thirtieth day thereafter. (Register 72. No. 

19). 2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 
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§ 24348(h). Sale of Mortgaged or Pledged Property. 

NoTl'.: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 5-5-12; effective tiiirtieth day thereafter (Register 72, No. 
19). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 



i} 24349(a).* Depreciation in General. 

( 1 ) Reasonable Allowance. Section 24349 provides that a reasonable 
allowance for the exhaustion, wear and tear, and obsolescence of proper- 
ty used in the trade or business shall be allowed as a depreciation deduc- 
tion. The allowance is that amount which should be set aside for the in- 
come year in accordance with a reasonably consistent plan (not 
necessarily at a uniform rate) so that the aggregate of the amounts set 
aside, plus the salvage value, will, at the end of the estimated useful life 
of the depreciable property, equal the cost or other basis of the property. 
An asset shall not be depreciated below a reasonable salvage value. See 
paragraph (3) of this regulation for definition of salvage. The allowance 
shall not rellect amounts representing a mere reduction in market value. 

(2) Useful Life. For the purpose of Section 24349 the estimated useful 
life of an asset is not necessarily the u.seful life inherent in the asset but 
is the period over which the asset may reasonably be expected to be use- 
ful to the taxpayer in its trade or business. This period shall be determined 
by reference to its experience with similar property taking into account 
present conditions and probable future development. Some of the factors 
to be considered in determining this period are (a) wear and tear and 
decay or decline from natural causes, (b) the normal progress of the art, 
economic changes, inventions, and current developments within the in- 
dustry and the taxpayer's trade or business, (c) the climatic and other lo- 
cal conditions peculiar to the taxpayer's trade or business, and (d) the tax- 
payer's policy as to repairs, renewals, and replacements. Salvage value 
is not a factor for the purpose of determining useful life. If the taxpayer' s 
experience is inadequate, the general experience in the industry, may be 
used until such time as the taxpayer's own experience forms an adequate 
basis for making the determination. The estimated remaining useful life 
may be subject to modification by reason of conditions known to exist 
at the end of the income year and shall be redetermined when necessary. 
However, estimated remaining useful life shall be redetermined only 
when the change in the useful life is significant and there is a clear and 
convincing basis for the redetermination. 

(3) Salvage. Salvage value is the amount (determined at the time of ac- 
quisition) which is estimated will be realizable upon sale or other disposi- 
tion of an asset when it is no longer useful in the taxpayer's trade or busi- 
ness and is to be retired from service by the taxpayer. Salvage value shall 
not be changed at any time after the determination made at the time of 
acquisition merely because of changes in price levels. However, if there 
is a redetermination of useful life under the rules of paragraph (2) of this 
regulation, salvage value may be redetermined based upon facts known 
at the time of such redetermination of useful life. Salvage, when reduced 
by the cost of removal, is referred to as net salvage. The time at which an 
asset is retired from service may vary according to the policy of the tax- 
payer. If the taxpayer's policy is to dispose of assets which are still in 
good operating condition, the salvage value may represent a relatively 
large proportion of the original basis of the asset. However, if the taxpay- 
er customarily uses an asset until its inherent useful life has been substan- 
tially exhausted, salvage value may represent no more than junk value. 
Salvage value must be taken into account in determining the depreciation 
deduction either by a reduction of the amount subject to depreciation or 
by a reduction in the rate of depreciation, but in no event shall an asset 
(or an account) be depreciated below a reasonable salvage value. The tax- 
payer may use either salvage or net salvage in determining depreciation 
allowances but such practice must be consistently followed and the treat- 
ment of the costs of removal must be consistent with the practice adopted. 
When an asset is retired or disposed of, appropriate adjustments shall be 
made in the asset and depreciation reserve accounts. For example, the 



amount of the salvage adjusted for the costs of removal may be credited 
to the depreciation reserve. 



'''Kxcepl for the deletion of provisions in the federal regulalions regarding ncu 
methods of computing depreciation, this regulation is substantially the same as 
Section 26 CFR 1.167(a)-l. 

§ 24349(b).* Tangible Property. 

The depreciation allowance in the case of tangible property applies 
only to that part of the property which is subject to wear and tear, to decay 
or decline from natural causes, to exhaustion, and to obsolescence. The 
allowance does not apply to inventories or stock in trade, or to land apart 
from the improvements or physical development added to it. The allow- 
ance does not apply to natural resources which are subject to the allow- 
ance for depletion provided in Chapter 14. 



'^This regulation is similar to Section 26 CFR l.l67(a)-2. 

§ 24349(c).** Intangibles. 

If an intangible asset is known from experience or other factors to be 
of use in the business for only a limited period, the length of which can 
be estimated with reasonable accuracy, such an intangible asset may be 
the subject of a depreciation allowance. Examples are patents and copy- 
rights. An intangible asset, the useful life of which is not limited, is not 
subject to the allowance for depreciation. No allowance will be permitted 
merely because, in the unsupported opinion of the taxpayer, the intangi- 
ble asset has a limited useful life. No deduction for depreciation is allow- 
able with respect to goodwill. 



"'^Except for the deletion of the last sentence of the federal regulation, this regula- 
tion is the same as section 26 CH^ 1.167(a)(3). 

§ 24349(d).*** Leased Property. 

Capital expenditures made by a lessee for the erection of buildings or 
the construction of other permanent improvements on leased property are 
recoverable through allowances for depreciation or amortization. If the 
useful life of such improvements in the hands of the taxpayer is equal to 
or shorter than the remaining period of the lease, the allowances shall take 
the form of depreciation under Section 24349. If, on the other hand, the 
estimated useful life of such property in the hands of the taxpayer, deter- 
mined without regard to the terms of the lease, would be longer than the 
remaining period of such lease, the allowances shall take the form of an- 
nual deductions from gross income in an amount equal to the unrecov- 
ered cost of such capital expenditures divided by the number of years re- 
maining of the term of the lease. Such deductions shall be in lieu of 
allowances for depreciation. See Section 24343 and the regulations 
thereunder. Capital expenditures made by a lessor for the erection of 
buildings or other improvements shall, if subject to depreciation allow- 
ances, be recovered by him over the estimated life of the improvements 
without regard to the period of the lease. 



**^'=This regulation is substantially the same as Section 26 CFR 1.167(a)(4). 

§ 24349(e).**** Apportionment of Basis. 

In the case of the acquisition on or after March 1 , 1 9 1 3, of a combina- 
tion of depreciable and nondepreciable property for a lump sum, as for 
example, buildings and land, the basis for depreciation cannot exceed an 
amount which bears the same proportion to the lump sum as the value of 
the depreciable property at the time of acquisition bears to the value of 
the entire property at that time. In the case of property which is subject 
to both the allowance for depreciation and amortization, depreciation is 
allowable only with respect to the portion of the depreciable property 
which is not subject to the allowance for amortization and may be taken 
concurrently with the allowance for amortization. After the close of the 
amortization period or after amortization deductions have been discon- 
tinued with respect to any such property, the unrecovered cost or other 
basis of the depreciable portion of such property will be subject to depre- 
ciation. For adjustments to basis, see Section 249 16 and other applicable 
provisions of the law. 



*This regulation is substantially the same as Section 26 CFK 1.167(a)(5). 
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§ 24349(f).***** Depreciation in Special Cases. 

(a) Depreciation of Patents or Copyrights. 

The cost or other basis of a patent or copyright shall be depreciated 
over its remaining useful life. Its cost to the patentee includes the various 
government fees, cost of drawings, models, attorney's fees, and similar 
expenditures. If a patent or copyright becomes valueless in any year be- 
fore its expiration the unrecovered cost or other basis may be deducted 
in that year. 

(b) Depreciation in Case of Farmers. A reasonable allowance for de- 
preciation may be claimed on farm buildings, farm machinery, and other 
physical property but not including land. Livestock acquired for work, 
breeding, or dairy purposes may be depreciated unless included in an in- 
ventory used to determine profits in accordance with Section 24271 and 
the regulations thereunder. Such depreciation should be determined with 
reference to the cost or other basis, salvage value, and the estimated use- 
ful life of the livestock. See also Section 24343 and the regulations there- 
under relating to trade or business expenses. Section 24347 and the regu- 
lations thereunder relating to losses of farmers and Section 24369 and the 
regulations thereunder relating to soil or water conservation expendi- 
tures. 



'■■This regulation is substantially the same as Section 26 CFR l.]67(a)-6. 



§ 24349(g).****** Accounting for Depreciable Property. 

( 1 ) Depreciable property may be accounted for by treating each indi- 
vidual item as an account, or by combining two or more assets in a single 
account. Assets may be grouped in an account in a variety of ways. For 
example, assets similar in kind with approximately the same useful hves 
may be grouped together. Such an account is commonly known as a 
group account. Another appropriate grouping might consist of assets seg- 
regated according to use without regard to useful life, for example, ma- 
chinery and equipment, furniture and fixtures, or transportation equip- 
ment. Such an account is commonly known as a classified account. A 
broader grouping, where assets are included in the same accounts regard- 
less of their character or useful lives, is commonly referred to as a com- 
posite account. For example, all the assets used in a business may be in- 
cluded in a single account. Group, classified, or composite accounts may 
be further broken down on the basis of location, dates of acquisition, cost, 
character, use, etc. 

(2) When group, classified, or composite accounts are used with aver- 
age useful lives an a normal retirement occurs, the full cost or other basis 
of the asset retired, unadjusted for depreciation or salvage, shall be re- 
moved from the asset account and shall be charged to the depreciation 
reserve. Amounts representing salvage ordinarily are credited to the de- 
preciation reserve. When an asset is disposed of for reasons other than 
normal retirement, the full cost or other basis of the asset shall be re- 
moved from the asset and the depreciation reserve shall be charged with 
the depreciation applicable to the retired asset. For rules with respect to 
losses on normal retirements, see Reg. 24349(h). 

(3) A taxpayer may establish as many accounts for depreciable proper- 
ty as it desires. Depreciation allowances shall be computed separately for 
each account. Such depreciation preferably should be recorded in a de- 
preciation reserve account; however, in appropriate cases it may be re- 
corded directly in the asset account. Where depreciation reserves are 
maintained, a separate reserve account shall be maintained for each asset 
account. The regular books of account or permanent auxiliary records 
shall show for each account the basis of the property, including adjust- 
ments necessary to conform to the requirements of Sections 24916 and 
24917 and other provisions of law relating to adjustments to basis, and 
the depreciation allowances for tax purposes. In the event that reserves 
for book purposes do not correspond with reserves maintained for tax 
purposes, permanent auxiliary records shall be maintained with the regu- 
lar books of accounts reconciling the differences in depreciation for tax 
and book purposes because of different methods of depreciation, bases, 
rates, salvage, or other factors. Depreciation schedules filed with the tax 



return shall show the accumulated reserves computed in accordance with 
the allowances for tax purposes. 

(4) In classified or composite accounts, the average useful life and rate 
shall be redetermined whenever additions, retirements, or replacements 
substantially alter the relative proportion of types of assets in the ac- 
counts. See example (2) in Reg. 24349(e) for a method of determining 
the depreciation rale for a classified or composite account. 



■'"■""'"'""This regulation is substantially the same as Section 26 CFR 1 .167;a)-7. 

§ 24349(h).* Retirements. 

( 1 ) Gains and Losses on Retirements. For the purposes of this regula- 
tion the term "retirement" means the permanent withdrawal of deprecia- 
ble property from use in the trade or business. The withdrawal may be 
made in one of several ways. For example, the withdrawal may be made 
by selling or exchanging the asset, or by actual abandonment. In addition, 
the asset may be withdrawn from such productive use without disposition 
as, for example, by being placed in a supplies or scrap account. The tax 
consequences of a retirement depend upon the form of the transaction, 
the reason therefor, the timing of the retirement, the estimated useful life 
used in computing depreciation, and whether the asset is accounted for 
in a separate or multiple asset account. Upon the retirement of assets, the 
rules in this regulation apply in determining whether gain or loss will be 
recognized, the amount of such gain or loss, and the basis for determining 
gain or loss: 

(a) Where an asset is retired by sale at arm's length, recognition of gain 
or loss will be subject to the provisions of Sections 24901, 24902, and 
other applicable provisions of law. 

(b) Where an asset is retired by exchange, the recognition of gam or 
loss will be subject to the provisions of sections 24901, 24902, 24941, 
and other applicable provisions of law. 

(c) Where an asset is permanently retired from use in the trade or busi- 
ness but is not disposed of by the taxpayer or physically abandoned (as, 
for example, when the asset is transferred to a supplies or scrap account), 
gain will not be recognized. In such a case loss will be recognized mea- 
sured by the excess of the adjusted basis of the asset at the time of retire- 
ment over the estimated salvage value or over the fair market value at the 
time of such retirement if greater, but only if — 

(i) The retirement is an abnormal retirement, or 

(ii) The retirement is a normal retirement from a single asset account 
(but see paragraph (4) of this regulation for special rule for item ac- 
counts), or 

(iii) The retirement is a normal retirement from a multiple asset ac- 
count in which the depreciation rate was based on the maximum expected 
life of the longest lived asset contained in the account. 

(d) Where an asset is retired by actual physical abandonment (as, for 
example, in the case of a building condemned as unfit for further occu- 
pancy or other use), loss will be recognized measured by the amount of 
the adjusted basis of the asset abandoned at the time of such abandon- 
ment. In order to qualify for the recognition of loss from physical aban- 
donment, the intent of the taxpayer must be irrevocably to discard the as- 
set so that it will neither be used again by it nor retrieved by it for sale, 
exchange, or other disposition. Experience with assets which have at- 
tained an exceptional or unusual age shall, with respect to similar assets, 
be disregarded in determining the maximum expected useful life of the 
longest lived asset in a multiple asset account. For example, if a manufac- 
turer establishes a proper multiple asset account for 50 assets which are 
expected to have an average life of 30 years but which will remain useful 
to him for varying periods between 20 and 40 years, the maximum ex- 
pected useful life will be 40 years, even though an occasional asset of this 
kind may last 60 years. 

(2) Definition of Normal and Abnormal Retirements. For the purpose 
of this regulation the determination of whether a retirement is normal or 
abnormal shall be made in the light of all the facts and circumstances. In 
general, a retirement shall be considered a normal retirement unless the 
taxpayer can show that the withdrawal of the asset was due to a cause not 
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contemplated in setting the applicable depreciation rate. For example, a 
retirement is considered normal if made within the range of years taken 
into consideration in fixing the depreciation rate and if the asset has 
reached a condition at which, in the normal course of events, the taxpayer 
customarily retires similar assets from use in his business. On the other 
hand, a retirement may be abnormal if the asset is withdrawn at an earlier 
time or under other circumstances, as, for example, when the asset has 
been damaged by casualty or has lost its usefulness suddenly as the result 
of extraordinary obsolescence. 

(3) Basis of Assets Retired. The basis of an asset at the time of retire- 
ment for computing gain or loss shall be its adjusted basis for determining 
gain or loss upon a sale or other disposition as determined in accordance 
with the provisions of Section 2491 1 and the following mles: 

(a) In the case of a normal retirement of an asset from a multiple asset 
account where the depreciation rale is based on average expected useful 
life, the term "adjusted basis" means the salvage value estimated in deter- 
mining the depreciation deduction in accordance with the provisions of 
Reg. 24349(a)(3), 

(b) In the case of a normal retirement of an asset from a multiple asset 
account in which the depreciation rate was based on the maximum ex- 
pected life of the longest lived asset in the account, the adjustment for de- 
preciation allowed or allowable shall be made at the rate which would 
have been proper if the asset had been depreciated in a single asset ac- 
count (under the method of depreciation used for the multiple asset ac- 
count) using a rate upon the maximum expected useful life of that asset, 
and 

(c) In the case of an abnormal retirement from a multiple asset account 
the adjustment for depreciation allowed or allowable shall be made at the 
rate which would have been proper had the asset been depreciated in a 
single asset account and using a rate based upon either the average ex- 
pected useful life or he maximum expected useful life of the asset, de- 
pending upon the method of determining the rate of depreciation used in 
connection with the multiple asset account. 

(4) Special Rule for Item Accounts, (a) As indicated in paragraphs 
( 1 )(c)(ii) and (iii) of this regulation, a loss is recognized upon the normal 
retirement of an asset from a single asset account but a loss on the normal 
retirement of an asset in a multiple asset account is not allowable where 
the depreciation rate is based upon the average useful life of the assets in 
the account. Where a taxpayer with more than one depreciable asset 
chooses to set up a separate account for each such asset and the depreci- 
ation rate is based on the average useful life of such assets (so that it uses 
the same life for each account), the question arises whether its depreci- 
ation deductions in substance are the equivalent of those which would re- 
sult from the use of multiple asset accounts and therefore, it should be 
subject to the rules governing losses on retirements of assets from multi- 
ple asset accounts. Where a taxpayer has only a few depreciable assets 
which it chooses to account for in single asset accounts, particularly 
where such assets cover a relatively narrow range of lives, it cannot be 
said in the usual case that the allowance of losses on retirements from 
such accounts clearly will distort income. This results from the fact that 
where a taxpayer has only a few depreciable assets it is usually not possi- 
ble clearly to determine that the depreciation rate is based upon the aver- 
age useful life of such assets. Accordingly, it cannot be said that the tax- 
payer is in effect clearly operating with a multiple asset account using an 
average life rate so that losses should not be allowed on normal retire- 
ments. Therefore, losses normally will be allowed upon retirement of as- 
sets from single asset accounts where the taxpayer who has only a few 
depreciable assets. On the other hand, when a taxpayer who has only a 
few depreciable assets chooses to account for them in single asset ac- 
counts, using for each account a depreciation rate based on the average 
useful life of such assets, and the assets cover a wide range of lives, the 
likelihood that income will be distorted is greater than where the group 
of assets covers a relatively narrow range of lives. In those cases where 
the allowance of losses would distort income, the rules with respect to the 
allowance of losses on normal retirement shall be applied to such assets 



in the same manner as though the assets had been accounted for in multi- 
ple asset accounts using a rate based upon average expected useful life. 

(b) Where a taxpayer has a large number of depreciable assets and de- 
preciation is based on the average useful lifeof such assets, then, whether 
such assets are similar or dissimilar and regardless of whether they are 
accounted for in individual asset accounts or multiple asset accounts the 
allowance of losses on the normal retirement of such assets would distort 
income. Such distortion would result from the fact that the u.se of average 
useful life (and. accordingly, average rate) assumes that while some as- 
sets normally will be retired before the expiration of the average life, oth- 
ers normally will be retired after expiration of the average life. Accord- 
ingly, if instead of accounting for a large number of similar or dissimilar 
depreciable assets in multiple asset accounts, the taxpayer chooses to ac- 
count separately for such assets, using a rate based upon the average life 
of such assets, the rules with respect to the allowances of losses on normal 
retirements will be applied to such assets in the same manner as though 
the assets were accounted for in multiple asset accounts using a rate based 
upon average expected useful life. 

(c) Where a taxpayer who does not have a large number of depreciable 
assets (and who therefore is not subject to subparagraph (b) of this para- 
graph) chooses to set up a separate account for each such asset, and has 
sought to compute an average life for such assets on which to base its de- 
preciation deductions (so that it uses the same life for each account), al- 
lowance of losses on normal retirement from such accounts may in some 
situations substantially distort income. Such distortion would result from 
the fact that the use of average useful life (and, accordingly, average rate) 
assumes that while some assets normally will be retired before expiration 
of the average life, others normally will be retired after expiration of the 
average life. Accordingly, where a taxpayer chooses to account separate- 
ly for such assets instead of accounting for them in multiple asset ac- 
counts, and the result is to substantially distort his income, the rules with 
respect to the allowance of losses on normal retirements shall be applied 
to such assets in the same manner as though the assets had been ac- 
counted for in multiple asset accounts using a rate based upon average 
expected useful life. 

(d) Whenever a taxpayer is treated under this paragraph as though its 
assets were accounted for in a multiple asset account using an average life 
rate, and, therefore, it is denied a loss on retirements, the unrecovered 
cost less salvage of each asset which was accounted for separately may 
be amortized in accordance with the rule stated in paragraph (5)(a)(ii) of 
this regulation. 

(5) Accounting Treatment of Asset Retirements, (a) In the case of a 
normal retirement where under the foregoing rules no loss is recognized 
and where the asset is retired without disposition or abandonment, (i) if 
the asset was contained in a multiple asset account, the full cost of such 
asset reduced by estimated salvage, shall be charged to the depreciation 
reserve, or (ii) if the asset was accounted for separately, the unrecovered 
cost or other basis, less salvage, of the asset may be amortized through 
annual deductions from gross income in amounts equal to the unrecov- 
ered cost or other basis of such asset, divided by the average expected 
useful life (not the remaining useful life) applicable to the asset at the time 
of retirement. For example, if an asset is retired after six years of use and 
at the time of retirement depreciation was being claimed on the basis of 
an average expected useful life of 10 years, the unrecovered cost or other 
basis less salvage would be amortized through equal annual deductions 
over a period of 10 years from the time of retirement. 

(b) Where multiple asset accounts are used and acquisitions and retire- 
ments are numerous, if a taxpayer, in order to avoid unnecessarily de- 
tailed accounting for individual retirements, consistently follows the 
practice of charging the reserve with the full cost or other basis of assets 
retired and of crediting it with all receipts from salvage, the practice may 
be continued so long as, in the opinion of the Franchise Tax Board, it 
clearly reflects income. Conversely, where the taxpayer customarily fol- 
lows a practice of reporting all receipts from salvage as ordinary taxable 
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income such practice may be continued so long as, in the opinion of the 
Franchise Tax Board, it clearly reflects income. 



*Except for the deletion of references in the federal regulation to new methods 
of computins depreciation this regulation is suhstantiallv the same as Section 
26CFR 1.167(a)-8. 

§ 24349(i).* Obsolescence. 

The depreciation allowance includes an allowable for normal obsoles- 
cence which should be taken into account to the extent that the expected 
useful life of property will be shortened by reason thereof. Obsolescence 
may render an asset economically useless to the taxpayer regardless of 
its physical condition. Obsolescence is attributable to many causes, in- 
cluding technological improvements and reasonable foreseeable eco- 
nomic changes. Among these causes are normal progress of the arts and 
sciences, supercession or inadequacy brought about by developments in 
the industry, products, methods, markets, sources of supply, and other 
like changes, and legislative or regulatory action. In any case in which 
the taxpayer shows that the estimated useful life previously used should 
be shortened by reason of obsolescence greater than had been assumed 
in computing such estimated useful life, a change to a new and shorter 
estimated useful life computed in accordance with such showing will be 
permitted. No such change will be permitted merely because in the un- 
supported opinion of the taxpayer the property may become obsolete. For 
rules governing the allowance of a loss when the usefulness of an asset 
is suddenly terminated, see Section 24347 and the regulations thereun- 
der. 



to both additions and retirements. In any year in which an averaging con- 
vention substantially distorts the depreciation allowance for the income 
year, it may not be used. 



''This regulation is substantially the same as Section 26 CFR ].167(a)-9. 

§ 24349(j).** When Depreciation Deduction Is Allowable. 

( 1 ) A taxpayer should deduct the proper depreciation allowance each 
year and may not increase its depreciation allowances in later years by 
reason of its failure to deduct any depreciation allowance or of its action 
in deducting an allowance plainly inadequate under the known facts in 
prior years. The inadequacy of the depreciation allowance for property 
in prior years shall be determined on the basis of the straight line method 
if no allowance has ever been claimed for such property. For rules relat- 
ing to adjustments to basis, see Sections 249 1 6 and 249 1 7 and the regula- 
tions thereunder. 

(2) The period for depreciation of an asset shall begin when the asset 
is placed in service and shall end when the asset is retired from service. 
A proportionate part of one year's depreciation is allowable for that part 
of the first and last year during which the asset was in service. However, 
in the case of a multiple asset account, the amount of depreciation may 
be determined by using what is commonly described as an "averaging 
convention," that is, by using an assumed timing of additions and retire- 
ments. For example, it might be assumed that all additions and retire- 
ments to the asset account occur uniformly throughout the income year, 
in which case depreciation is computed on the average of the beginning 
and ending balances of the asset account for the income year. Among still 
other averaging conventions which may be used is the one under which 
it is assumed that all additions and retirements during the first half of a 
given year were made on the first day of that year and that all additions 
and retirements during the second half of the year were made on the first 
day of the following year. Thus, a full year's depreciation would be taken 
on additions in the first half of the year and no depreciation would be tak- 
en on additions in the second half. Moreover, under this convention, no 
depreciation would be taken on retirements in the first half of the year and 
a full year's depreciation would be taken on the retirements in the second 
half. An averaging convention, if used, must be consistently followed as 
to the account or accounts for which it is adopted, and must be applied 



•' *Except for the deletion of provisions relating to new methods of computing 
depreciation this regulation is substantially the same as Section 26 CFR 
1.167(a)-10. 

§ 24349(k). Method of Computing Depreciation. 

(1 ) In General. Regardless of the method used in computing depreci- 
ation, deductions for depreciation shall not exceed such amounts as may 
be necessary to recover the unrecovered cost or other basis less salvage 
during the remaining useful life of the property. The reasonableness of 
any claim for depreciation shall be determined upon the basis of condi- 
tions known to exist at the end of the period for which the return is made. 
It is the responsibility of the taxpayer to establish the reasonableness of 
the deduction for depreciation claimed. Generally, depreciation deduc- 
tions so claimed will be changed only where there is a clear and convinc- 
ing basis for a change. 

(2) Approved Methods. Any method of depreciation which was ac- 
ceptable prior to the 1955 revision of the law or under the Internal Reve- 
nue Code of 1939 is an approved method. The most common of these 
methods is the straight line, whereby the annual allowance for depreci- 
ation is determined by dividing the cost of the property, less its estimated 
salvage value, by the number of years of its estimated life. While other 
methods may be used, the amount set aside for depreciation should be in 
accordance with a reasonably consistent plan (not necessarily at a uni- 
form rate), whereby the aggregate of the amounts so set aside, plus the 
salvage value, will, at the end of the useful life of the property in the busi- 
ness, equal the cost or other basis of the property determined in accor- 
dance with Articles 1 and 2 of Chapter 15. 

Since counterparts of Section 1 67(b)(2), (3), (4), (c), (d), and (e) of the 
Internal Revenue Code of 1954, were not enacted by the Legislature and 
made a part of this law until 1959, the "200 percent declining balance" 
and "sum-of-the-digits" methods of computing depreciation were not 
approved methods for determining income for state tax purposes until in- 
come years ending after December 31, 1958. However, if the declining 
balance method was in use prior to the 1955 revision of the law such 
method may be continued, but the rate must be hmited to 150 percent of 
the applicable straight line method. In the case of new assets, i.e., assets 
acquired after December 31,1 954, the declining balance method may be 
used if the rate is limited to 150 percent of the applicable straight line 
method. 

No deduction may be taken on account of depreciation actually sus- 
tained before January 1, 1928, under Chapter 2, or January 1. 1937, under 
Chapter 3. 

(A) Straight line method, {i) Application of method. Under the straight 
line method the cost or other basis of the property less its estimated sal- 
vage value is deductible in equal annual amounts over the period of the 
estimated useful life of the property. The allowance for depreciation for 
the taxable year is determined by dividing the adjusted basis of the prop- 
erty at the beginning of the taxable year, less salvage value, by the re- 
maining useful life of the property at such time. For convenience, the al- 
lowance so determined may be reduced to a percentage or fraction. The 
straight line method may be used in determining a reasonable allowance 
for depreciation for any property which is subject to depreciation under 
section 167 and it shall be used in all cases where the taxpayer has not 
adopted a different acceptable method with respect to such property. 

(ii) Illustrations. The straight line method is illustrated by the follow- 
ing examples: 

EXAMPLE (1). 

Under the straight line method items may be depreciated separately: 
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Year 



Item 



basis less 
salvaf.'c 



Cost or other 
Useful life 



Depreciation Allowable 



1954 



Assel A 
Asset B 



$1,600 
12,000 



Years 
4 
40 



1954 

S200' 

150' 



7955 

$400 

300 



1956 

S4C)() 

300 



' in this example it is assumed that the assets were placed in service on July 1, 

1954. 

EXAMPLE (2). 

In group, classified, or composite accounting, a number of assets with 
the same or different useful lives may be combined into one account, and 
a single rate of depreciation, i.e.. the group, classified, or composite rate 
used for the entire account. In the case of group accounts, i.e.. accounts 
containing assets which are similar in kind and which have approximate- 
ly the same estimated useful lives, the group rate is determined from the 
average of the useful lives of the assets. In the case of classified or com- 
posite accounts, the classified or compo.site rate is generally computed 
by determining the amount of one year's depreciation for each item or 
each group of similar items, and by dividing the total depreciation thus 
obtained by the total cost or other basis of the assets. The average rate so 
obtained is to be used as long as subsequent additions, retirements, or re- 
placements do not substantially alter the relative proportions of different 
types of assets in the account. An example of the computation of a classi- 
fied or composite rate follows: 



vage. Assuming the estimated salvage \alue is 10 percent of the cost or 
other basis, the rate adjusted for salvage will be 13.33 percent ininus 10 
percent of 13.33 percent (13. 337f - 1.339^), or 12 percent. 

EXAMPLE (3). 

The use of the straight line method for group, classified, or composite 
accounts is illustrated by the following example: A taxpayer filing his re- 
turns on a calendar year basis maintains an assel account for which a 
group rate of 20 percent has been determined, before adjustment for sal- 
vage. Estimated salvage is determined to be 6 2/3 percent, resulting in an 
adjusted rate of 18.67 percent. During the years illustrated, the initial in- 
vestment, additions, retirements, and salvage recoveries, which were de- 
termined not to change the composition of the group sufficiently to re- 
quire a change in rate, were assumed to have been made as follows: 

1954 — Initial investment of $12,000 

1957— Retirement $2,000. salvage realized $200 

1958— Retirement $2,000, salvage realized $200 

1959— Retirements $4,000, salvage realized $400 

1959— Additions $10,000 



Cost or other 


basis Estimated iist 


'■'fill life 


Annual depreciation 


ivw; — Ketiremer 


It $2,000, 1 


10 salvage 


realized 










Years 








1961— Retirement $2,000. i 


10 salvage 


realized 




$10,000 




5 






$2,000 














10,000 




15 






667 














20,000 










2,667 












Average rate is 13.33 percent ($2,667 -^ ! 


$20,000) unadjusted for sal- 




















Deprec 


•iable Asset Account and Depreciation Computation on Ai 


erage Balai 


nces 










Asset 










Asset 














balance 




Current 


Current 


balance 


Average 




Rate 


Allowable 


Year 




Jan. 1 




additions 


retirements 


Dec. 31 


balance 




(percent) 


depreciation 


1954 




— 




$12,000 




— 


$12,000 


$6,000 




18.67 


$1,120 


1955 




$12,000 




— 




— 


12,000 


12,000 




18.67 


2,240 


1956 




12.000 




— 




— 


12,000 


12,000 




18.67 


2,240 


1957 




12,000 




— 




$2,000 


10,000 


11,000 




18.67 


2,054 


1958 




10.000 




— 




2.000 


8,000 


9,000 




18.67 


1,680 


1959 




8.000 




10,000 




4,000 


14,000 


11,000 




18.67 


2,054 


1960 




14,000 




— 




2,000 


12,000 


13,000 




18.67 


2,427 


1961 




12,000 




— 




2,000 


10,000 


11,000 




18.67 


2,054 












Con 


responding Depreciation Reserve Account 














Depreciation 






Depreciation 




Current 




Salvage 




Depreciation 


Year 




reseiye Jan. 1 






allowable 




retirements 




realized 




reserve Dec. 31 


1954 




— 






$1,120 




— 




— 




$1,120 


1955 




$1,120 






2,240 




— 




— 




3,360 


1956 




3,360 






2,240 




— 









5,600 


1937 




5,600 






2,054 




$2,000 




$200 




5,854 


1958 




5,854 






1,680 




2,000 




200 




5,734 


1959 




5,734 






2,054 




4,000 




400 




4,188 


1960 




4,188 






2,427 




2,000 









4,615 


1961 




4,615 






2,054 




2,000 




— 




4,669 



(B) Declining Balance Method, (i) Application of Method. Under the 
declining balance method a uniform rate is applied each year to the unre- 
covered cost or other basis of the property. The unrecovered cost or other 
basis is the basis provided by Section 24353 adjusted for depreciation 
previously allowed or allowable, and for all other adjustments provided 
by Section 24916 and other applicable provisions of law. The declining 
balance rate may be determined without resort to formula. Such rate de- 
termined under Section 24349(b)(2) shall not exceed twice the appropri- 
ate straight line rate computed without adjustment for salvage. While sal- 
vage is not taken into account in determining the annual allowances 
under this method, in no event shall an asset (or an account) be depre- 
ciated below a reasonable salvage value. However, see Section 24352.5 
for rules which permit a reduction in the amount of salvage value to be 
taken into account for certain personal property acquired after December 



8, 1 97 1 . Also, see Section 24350 for restrictions on the use of the declin- 
ing balance method. 

(ii) Illustrations. The declining balance method is illustrated by the fol- 
lowing examples: 

EXAMPLE (1). 

A new asset having an estimated useful life of 20 years was purchased 
on January 1 , 1 959, for $1 ,000. The normal straight line rate (without ad- 
justment for salvage) is 5 percent, and the declining balance rate at twice 
the normal straight line rate is 1 percent. The annual depreciation allow- 
ances for 1959, 1960, and 1961 are as follows: 
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Declinini; 

ha Id lice rate Depreciation 

Year Basis (percent) allowance 

1939 $1,000 10 $100 

1960 900 10 90 

1961 810 10 81 

(iii) Change in estimated useful life. In the declining balance method 
when a change is justified in the useful life estimated for an account, sub- 
sequent computations shall be made as though the revised useful life had 
been originally estimated. For example, assume that an account has an 
estimated useful life often years and that a declining balance rate of 20 
percent is applicable. If. at the end of the sixth year, it is determined that 
the remaining useful life of the account is six years, computations shall 
be made as though the estimated useful life was originally determined as 
twelve years. Accordingly, the applicable depreciation rate will be 16-''-^ 
percent. This rate is thereafter applied to the unrecovered cost or other 
basis. 

(C) Sum of the years-digits method, (i) Applied to a single asset. Un- 
der the sum of the years-digits method annual allowances for depreci- 
ation are computed by applying changing fractions to the cost or other 
basis of the property reduced by estimated salvage. The numerator of the 
fraction changes each year to a number which corresponds to the remain- 
ing useful life of the asset (including the year for which the allowance is 
being computed), and the denominator which remains constant is the sum 
of all the years digits corresponding to the estimated useful life of the as- 
set. See Section 24330 for restrictions on the use of the sum of the years- 
digits method. 

(I) Illustrations. Computation of depreciation allowances on a single 
asset under the sum of the years-digits method is illustrated by the fol- 
lowing examples: 

EXAMPLE (1). 

A new asset having an estimated useful life of five years was acquired 
on January 1. 1959. for$l,750. The estimated salvage is $250. For a tax- 
payer filing its returns on a calendar year basis, the annual depreciation 
allowances are as follows: 
Cost or 
otiier basis Allowable Depreciation 
Year less salvai^ e Fraction ^ depreciation reserx'e 

1959 $1,500 5/15 $500 S500 

1960 1.500 4/15 400 900 

1961 1.500 3/15 300 1.200 

1962 1,500 2/15 200 1,400 
1963 L500 1/15 100 1..500 

Unrecovered value (salvage) 250 

' The denominator of the fraction is the sum of the digits representing the years of 
useful life. i.e.. 5. 4. 3. 2. and 1. or 15. 

EXAMPLE (2). 

Assume in connection with an asset acquired in 1959 that 3/4 of a 
year's depreciation is allowable in that year. The following illustrates a 
reasonable method of allocating depreciation: 
Depreciation 

for A llowable depreciation 

12 months 1959 1960 1961 

1st year S500 (3/4) $375 (1/4) $125 

2nd year 400 (3/4) 300 (1/4) $100 

3rd year 300 (3/4) 225 

375 425 325 

(II) Change in useful life. Where in the case of a single asset, a change 
is justified in the useful life, subsequent computations shall be made as 
though the remaining useful life at the beginning of the income year of 
change were the useful life of a new asset acquired at such time and with 
a basis equal to the unrecovered cost or other basis of the asset at that 
time. For example, assume that a new asset with an estimated useful life 
often years is purchased in 1959. At the time of making out its return for 
1 964. the taxpayer finds that the asset has a remaining useful life of seven 
years from January I, 1964. Depreciation for 1964 should then be com- 
puted as though 1 964 were the first year of the life on an asset estimated 
to have a useful life of seven years, and the allowance for 1964 would be 



7/28 of the unrecovered cost or other basis of the asset after adjustment 
for salvage. 

(ii) Remaining life, (l) Application. Under the sum of the years-digits 
method, annual allowances for depreciation may also be computed by 
applying changing fractions to the unrecovered cost or other basis of the 
asset reduced by estimated salvage. The numerator of the fraction 
changes each year to a number which corresponds to the remaining use- 
ful life of the asset (including the year for which the allowance is being 
computed), and the denominator changes each year to a number which 
represents the sum of the digits corresponding to the years of estimated 
remaining useful life of the asset. For decimal equivalents of such frac- 
tions, see Table I of subdivision (ii) of subparagraph 1. 167(b)(3) Code 
of Federal Regulations. For example, a new asset with an estimated use- 
ful life of 10 years is purchased January 1, 1959, for $6,000. Assuming 
a salvage value of $500, the depreciation allowance for 1959 is $1,000 
($5,500 X 0.1818, the applicable rate from Table 1). For 1960, the unre- 
covered balance is $4,500, and the remaining life is 9 years. The depreci- 
ation allowance for 1960 would then be $900 ($4,500 x .2000. the appli- 
cable rate from Table I). 

(D) Other Methods, (a) Under Section 24349(b)(4) a taxpayer may use 
any consistent method of computing depreciation, such as the sinking 
fund method, provided depreciation allowances computed in accordance 
with such method do not result in accumulated allowances at the end of 
any income year greater than the total of the accumulated allowances 
which could have resulted from the use of the declining balance method 
described in Section 24349(b)(2). This limitation applies only during the 
first two-thirds of the useful life of the property. For example, an asset 
costing $ 1 ,000 having a useful life of six years may be depreciated under 
the decUning balance method in accordance with Reg. 24349(k)(2)(B). 
at a rate of 33 1/3 percent. During the first four years or 2/3 of its useful 
life, maximum depreciation allowances under the declining balance 
method would be as follows: 

Current Accumulated 

depreciation depreciation Balance 

Cost of asset Sl.OOO 

First year $333 $333 667 

Second year 222 555 445 

Third year 148 703 297 

Fourth year 99 802 198 

An annual allowance computed by any other method under Section 
24349(b)(4) could not exceed $333 for the first year, and at the end of the 
second year the total allowances for the two years could not exceed $555. 
Likewise, the total allowances for the three years could not exceed $703 
and for the four years could not exceed $802. This limitation would not 
apply in the fifth and sixth years. See Section 24350 for restrictions on 
the use of certain methods. 

(b) It shall be the responsibility of the taxpayer to establish to the satis- 
faction of the Franchise Tax Board that a method of depreciation under 
Section 24349(b)(4) is both a reasonable and consistent method and that 
it does not produce depreciation allowances in excess of the amount per- 
mitted under the limitations provided in such section. 

(3) Limitations on Methods of Computing Depreciation Under Sec- 
tion 24349(b)(2). (3), and (4). 

(A) In General, (i) Section 24350 provides limitations on the use of the 
declining balance method described in Section 24349(b)(2). the sum of 
the years-digits method described in Section 24349(b)(3). and certain 
other methods authorized by Section 24349(b)(4). These methods are 
applicable orJy to tangible property having a useful life of three years or 
more. If construction, reconstruction, or erection by the taxpayer began 
before January 1. 1959, and was completed after December 31, 1958, 
these methods apply only to that portion of the basis of the property 
which is properly attributable to construction, reconstruction, or erection 
after December 31, 1958. Property is considered as constructed, recon- 
structed, or erected by the taxpayer if the work is done for him in accor- 
dance with his specifications. The portion of the basis of such property 
attributable to construction, reconstruction, or erection after December 
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31, 1938, consists of all cost of the property allocable to the period after 
December 31,1 938, including the cost or other basis of materials enter- 
ing into such work. It is not necessary that such materials be acquired af- 
ter December 31,1 958, or that they be new in use. If construction or erec- 
tion by the taxpayer began after December 31, 1958, the entire cost or 
other basis of such consiaiction or erection qualifies for these methods 
of depreciation. In the case of reconstruction of property, these methods 
do not apply to any part of the adjusted basis of such property on Decem- 
ber 31, 1958. For purposes of this regulation, construction, reconstruc- 
tion, or erection by the taxpayer begins when physical work is started on 
such construction, reconstmction. or erection. 

(ii) If the property was not constructed, reconstructed, or erected by the 
taxpayer, these methods apply only if it was acquired after December 3 1 , 
1 958, and if the original use of the property commences with the taxpayer 
and commences after December 31, 1958. For the purpose of the preced- 
ing sentence, property shall be deemed to be acquired when reduced to 
physical possession, or control. The term "original use" means the first 
use to which the property is put, whether or not such use corresponds to 
the use of such property by the taxpayer. For example, a reconditioned 
or rebuilt machine acquired after December 31 , 1958, will not be treated 
as being put to original use by the taxpayer even though it is put to a dif- 
ferent use, nor will a horse acquired for breeding purposes be treated as 
being put to original use by the taxpayer if prior to the purchase the horse 
was used for racing purposes. See Regs. 24349(k)(2)(B), (C) and (D) of 
the various methods. 

(iii) Assets having an estimated average useful life of less than three 
years shall not be included in a group, classified or composite account to 
which the methods described in Regs. 24349(k){2)(B), (C) and (D), are 
applicable. However, an incidental retirement of an asset from such an 
account prior to the expiration of a useful life of three years will not pre- 
vent the application of these methods to such an account. 

(iv) The methods of depreciation described in Regs. 24349(k)(2)(B), 
(C), and (D), are not applicable to property in the hands of a distributee, 
vendee, transferee, donee, or grantee unless the original use of the prop- 
erty begins with such person and the conditions required by Section 
24350 and this regulation are otherwise met. 

(B) Illustrations, (i) The application of these methods to property con- 
structed, reconstructed, or erected by the taxpayer after December 3 1 , 
1958, may be illustrated by the following examples: 

EXAMPLE (1). 

If a building with a total cost of $ 1 00,000 is completed after December 
31,1 958, and the portion attributable to construction after December 3 1 , 
1958. is determined by engineering estimates or by cost accounting re- 
cords to be $80,000, the method referred to in subparagraph (A)(i) above, 
are applicable only to the $30,000 portion of the total. 

EXAMPLE (2). 

In 1959, a taxpayer has an old machine with an unrecovered cost of 
$ 1 ,000. If he contracts to have it reconditioned, or reconditions it himself, 
at a cost of an additional $5,000, only the $5,000 may be depreciated un- 
der the methods referred to in subparagraph (A)(i) above, whether or not 
the materials used for reconditioning are new in use. 

EXAMPLE (3). 

A taxpayer who acquired a building in 1 945 makes major maintenance 
or repair expenditure in 1959 of a type which must be capitalized. For 
these expenditures the taxpayer may use a method of depreciation differ- 
ent from that used on the building (for example, the methods referred to 
in subparagraph (A)(i) above) only if he accounts for such expenditures 
separately from the account which contained the original building. In 
such case, the unadjusted basis on any parts replaced shall be removed 
from the asset account and shall be charged to the appropriate depreci- 
ation reserve account. In the alternative he may capitalize such expendi- 
tures by charging them to the depreciation reserve account for the build- 
ing. 

(ii) The application of these methods to property which was not con- 
structed, reconstructed, or erected by the taxpayer but which was ac- 



quired after December 31, 1958, may be illustrated by the following ex- 
amples: 

EXAMPLE (1). 

A taxpayer contracted in 1958 to purchase a new machine which he 
acquired in 1 959 and put into first use in that year. He may use the meth- 
ods referred to in subparagraph (A)(i) above, in recovering the cost of the 
new machine. 

EXAMPLE (2). 

A taxpayer instead of reconditioning his old machine buys a "factory 
reconditioned" machine in 1959 to replace it. He cannot apply the meth- 
ods referred to in subparagraph ( A)(i) above, to any part of the cost of the 
reconditioned machine since he is not the first user of the machine. 

EXAMPLE (3). 

In 1959, a taxpayer buys a house for $20,000 which had been used as 
a personal residence and thus had not been subject to depreciation allow- 
ances. He makes a capital addition of $5,000 and rents the property to 
another. The taxpayer may use the methods referred to in subparagraph 
(A)(i) above, only with respect to the $5,000 cost of the addition. 

(C) Election to Use Methods. Subject to the limitations set forth in sub- 
paragraph (A) of this regulation, the methods of computing the allowance 
for depreciation specified in Section 24349(k)(2)(B), (C), and (D) may 
be adopted without permission and no formal election is required. In or- 
der for a taxpayer to elect to use these methods for any property described 
in subparagraph (A) of this regulation, he need only compute depreci- 
ation thereon under any of these methods for any taxable year ending af- 
ter December 31, 1958, in which the property may first be depreciated 
by him. The election with respect to any property shall not be binding 
with respect to acquisitions of similar property in the same year or subse- 
quent year which are set up in separate accounts. If a taxpayer has filed 
his return for a taxable year ending after December 31, 1 958, an election 
to compute the depreciation allowance under any of the methods speci- 
fied in Section 24349 or a change in such an election may be made in an 
amended return only with the consent of the Franchise Tax Board. 

(4) Adjustment for Federal Investment Credit. (A) In order to elimi- 
nate the necessity of maintaining separate depreciation schedules for 
State and federal tax purposes with respect to property which qualifies 
for the investment credit provided for by the Federal Revenue Bill of 
1962 (Public Law 87-834), every taxpayer, at its election may deduct the 
proper depreciation allowed under the Internal Revenue Code of 1954, 
and: 

(1) Depreciate separately over the life of the property an additional 
amount equal to the investment credit allowed with respect to such prop- 
erty; 

(2) Increase the salvage value of the property by an amount equal to 
the investment credit allowed with respect to such property; or 

(3) For the year succeeding the useful life of the property deduct the 
amount of the investment credit allowed with respect to such property. 

A timely election under this regulation shall be made for the first in- 
come year to which the election applies, or in the case of income years 
beginning before January 1 , 1964 on or before the last day prescribed by 
law (including extensions thereof) for filing a return for the last income 
year beginning before January 1, 1964. The election shall consist of a 
computation made in accordance with one of the provisions of this regu- 
lation or by filing a written statement signed by the taxpayer declaring 
which of the methods provided by this regulation is adtipted. If a taxpayer 
has elected to deduct the proper depreciation allowed under the Internal 
Revenue Code of 1 954, and has not made an election in its return or other- 
wise within the period provided for by this regulation, it shall be deemed 
to have elected to adopt method number (2). 

(B)(1) The Federal Revenue Act of 1 964 permits the basis of property 
placed in service before January 1, 1964, which qualified for the invest- 
ment credit provided for by Section 38 of the Internal Revenue Code of 
1954, to be increased by an amount equal to the federal investment credit. 
To eliminate the necessity of mainiaining separate depreciation sched- 
ules for state and federal purposes and make provisions for the various 
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methods which were provided for treatment of the investment tax credit 
under paragraph (A) of this regulation the following provisions apply: 

(i) To adjust the allowance for depreciation under the Bank and Corpo- 
ration Tax Law, for income years beginning after December 3 1 . 1963. a 
taxpayer which elected to adjust its depreciation under method (1) of 
Paragraph (A) of this regulation may elect to: 

(a) Adjust its State depreciation allowance by reducing the proper de- 
preciation allowed for the income year under the Internal Revenue Code 
of 1954, equally for each income year over the remaining life of the prop- 
erty as follows: 

( 1 ) Determine the amount of depreciation allowed under the Bank and 
Corporation Tax Law which exceeded the amount allowed under the In- 
ternal Revenue Code of 1954 attributable to property placed in service 
before January 1, 1964, for which the federal investment credit was al- 
lowed; and 

(2) Divide such excess amount by the remaining useful life of the prop- 
erty. 

EXAMPLE: 

A new asset having a useful life of 10 years for which the federal in- 
vestment credit was allowed was acquired on January 1, 1962, for 
$1 ,000. It has no salvage value and the depreciation allowance is deter- 
mined under the straight line method. The depreciation allowances for 
1962, 1963. and 1964 under state and federal law are as follows: 



Adjusted Basis 
As of December J 1 



Federal 

$837' 
$744 

$712.25- 



Depreciatum 
Allowance 

State Federal Difference 

$100 S93 $7 

$100 $93 M 

$14 

$101.75 

-1.75-^ 



Year Slate 

1%2 $900 

1963 $800 

1964 $700 

State adjustment .... 

$100.00 
If the taxpayer in the above example had used the declining balance 
method, with a rate not exceeding twice the straight line allowance, the 
adjustment would be as follows: 

Adjusted Basis Depreciation 

As of December 31 Allowance 

Year State Federal State Federal Difference 

1962.... $800 $744 $200 $186 $14 

1963 .... $640 $595.20 $160 $148.80 $11.20 

$25.20 
1964.... $510.11 $532.16-'^ $133.04 

State adjustment "* -3.15 

$129.89 

'Cost $1,000 

Less: Investment credit $70 

1962 depreciation 93 163 

$837 

$744.00 

70.00 

$814.00 

$101.75 

$712.25 



- 1963 adjusted basis . . 
Plus investment credit 



Less 1964 depreciation 

($814.00^8) 

3 Adjustment (Remaining life $14 -j- 8 difference between State 

and Federal depreciation) 
•^ Adjustment (Remaining life $25.20 -^ 8 difference between 

State and Federal adjustment) 
5 1963 adjusted basis $595.20 

Plus investment credit 70.00 

$665.20 

Less 1964 depreciation $133.04 

$532.16 

(b) Claim the same depreciation as allowed by the Internal Revenue 
Code of 1954 and the Federal Revenue Act of 1964 for income years be- 
ginning after December 3 1 , 1963, provided the taxpayer reports as net in- 
come for its first income year ending after December 31, 1963, the total 
amount attributable to the State depreciation deduction which exceeded 
the depreciation deduction allowed under the Internal Revenue Code of 
1954, because of the reduction in basis required by Section 48(g). A tax- 
payer may make the adjustment provided for by this paragraph only if the 
excess State depreciation deduction is subject to tax measured by net in- 
come. 



(c) Claim the same depreciation as allowed by the Internal Revenue 
Code of 1 954 and the Federal Revenue Act of 1964, for income years be- 
ginning after December 31, 1963, provided that: 

( 1 ) Amended returns or schedules are filed for any income years for 
which method (1 ) of paragraph (A) was applicable; and 

(2) Any additional taxes due for additional amounts deducted for the 
period method (1) of paragraph (A) was applicable are paid, including 
interest thereon. 

(2) No adjustment is required in the case of taxpayers which elected 
to adopt methods (2) or (3) of paragraph (A) of this regulation. Such tax- 
payers may elect within the time prescribed by paragraph (3) to deduct 
the same depreciation allowance which is allowed under the Internal 
Revenue Code of 1954 with respect to qualified property. 

(3) If property subject to the provisions of this regulation is sold or ex- 
changed prior to the end of its useful life, and its basis for determining 
gain or loss is determined by reference to its adjusted basis under the In- 
ternal Revenue Code of 1 954, in addition to any other adjustments, prop- 
er adjustment in respect of the property shall be made for any difference 
between depreciation allowed under the Bank and Corporation Tax Law 
and the Internal Revenue Code of 1954. 

The elections provided by this paragraph shall be made for the first in- 
come year ending after December 31, 1963. Adjustments may be made 
in returns filed for any income year ending on or before December 31, 
1966, provided that the required adjustments are made for all applicable 
years. An election to make the adjustment provided for by this regulation 
shall be made by computing the depreciation allowance in the manner 
provided for by this regulation. 

NOTt-:: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24349, Revenue and Taxation Code. 

History 
1. Repealer and new section filed 1-6-77; effective thirtieth day thereafter (Regis- 
ter 77, No. 2). 

§ 24349(k)(1 ). Adjustment for Federal Investment Credit. 

History 

1. Repealer filed 1-6-77; effective thirtieth day thereafter (Register 77, No. 2). 

§ 24349(1). Depreciation Based on Class Lives. 

( 1 ) Depreciation based on class lives for propert}' placed in sen'ice af- 
ter December 3], 1970. Federal Asset Depreciation Range (ADR) Regu- 
lation 1.167(a)(ll)adoptedbyT.D. 7128onJune23, 1971 as amended 
by TD. 7272, April 20, 1973 and T.D. 7315. June 6, 1974 is hereby 
adopted by reference as though set out in full herein, subject to the fol- 
lowing exceptions; 

(A) The permissible asset depreciadon period for any asset guideline 
class shall be the asset guideline period without any range or variance. 

(B) Special rules with respect to the normalization of depreciation on 
public utility property are not applicable where they are at variance with 
provisions of the Revenue and Taxation Code. 

(C) An election to apply this subsecfion to eligible property shall be 
made with the return filed for the income year in which the property is 
first placed in service by the taxpayer. An election to compute the allow- 
ance for depreciation under this subsection is a method of accounting but 
consent of the Franchise Tax Board will be deemed granted to make an 
annual election. The election may be made with an amended return only 
if such amended return is filed no later than the time prescribed by law 
(including extensions thereof) for filing the return for the income year of 
election. In the case of an income year ending on or before December 3 1 , 
1975 (with respect to which the statute of limitations for assessment of 
deficiencies has not expired), the election may be made with an amended 
return only if such amended return is filed on or before March 15, 1977. 
If an election is not made within the time and manner prescribed in this 
subparagraph, no election may be made for such income year (by the fil- 
ing of an amended return or any other manner) with respect to any eligi- 
ble property placed in service in the income year. 

(D) Form FTB 3888 will be provided for the submission of required 
information to the Franchise Tax Board. 
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(2) Depreciation based on class lives for property first placed in sci- 
vice hefore January J, 1971. Federal Class Life System (CLS) Regula- 
tion 1 . ]67(a)( 12) adopted by T.D. 7278 on June 6, 1973 as amended by 
T.D. 73 1 5. June 6, 1 974, is hereby adopted by reference as though set out 
in full herein, subject to the following exceptions. 

(A) The revocation of the provisions of Revenue Procedure 62-21 
shall not apply for income years ending before January 1 . 1 97. A taxpayer 
may elect to be examined under the provisions of Revenue Procedure 
02-21 for an income year ended before January 1. 1977 only in accor- 
dance with the rules set forth in 1.167(a)-12(0 of the Code of Federal 
Regulations. 

(B) An election to apply this sub.section for an income year ending af- 
ter December 31,1 970. is a method of accounting but the consent of the 
Franchise Tax Board will be deemed granted to make an annual election. 
An election to apply this subsection to qualified property for an income 
year shall be made with the return for that year. If the taxpayer does not 
file a timely return (taking into account extensions of time for filing) for 
the income year, the election shall be filed at the time the taxpayer files 
his first return for the year. The election may be made with an amended 
return only if such amended return is filed no later than the time pre- 
scribed by law (including extensions thereoO for filing the return for the 
income year of election. In the case of an income year ending on or before 
December 31, 1975 (with respect to which the statute of limitations for 
assessment of deficiencies has not expired), the election may be made 
with an amended return only if such amended return is filed on or before 
March 15, 1977. Form VIE 3887 will be provided for making the elec- 
tion and submission of required information. 

(C) An election under this Paragraph does not constitute permission 
to change the method of estimating salvage. Permission to change the 
manner of estimating salvage must be obtained by filing a request with 
the Franchise Tax Board within the time prescribed by Section 2465 1 and 
Regulation 24651(e)(3). 

(3) Conversion of Federal depreciation data. In order to eliminate the 
necessity of maintaining separate depreciation schedules for State and 
Federal tax purposes with respect to property which is covered by an 
election under paragraph ( 1 ) of this section and under Federal Asset De- 
preciation Range (ADR) Regulation 1.1 67(a)- 11 or by an election under 
paragraph (2) of this section and Federal Class Life System (CLS) Regu- 
lation 1 . 1 67(a)-] 2. a taxpayer may apply to the Franchise Tax Board for 
an approval to adopt a method or formula for converting Federal ADR/ 
CLS depreciation data into State depreciation data and to make such oth- 
er adjustments as are required to base State depreciation computations 
upon Federal ADR/CLS depreciation data. The application shall be made 
on the tax return (or, in the case of an income year ending on or before 
December 31, 1 975 , the amended tax return referred to in subsections ( 1 ) 
and (2)) for the first income year in which such method or formula is to 
be used. It shall be the responsibility of the taxpayer to establish to the 
satisfaction of the Franchise Tax Board that any such method or formula 
does not produce depreciation allowances in excess of the amount per- 
mitted under the limitations provided in these regulations. 

NOTIi: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24349, Revenue and Taxation Code. 

History 

1 . Repealer and new section filed 1 -6-77; effective thirtieth day thereafter (Regis- 

ter77. No. 2). 



§ 24349(m). Change in Method. 

History 

1. Repealer filed 1-6-77; effective thirtieth day thereafter (Register 77, No. 2). 



§ 24349(n)/ Basis for Depreciation. 

The basis upon which the allowance for depreciation is to be computed 
with respect to any property shall be the adjusted basis provided in Ar- 
ticle 2 of Chapter 15 for the purpose of determining gain on the sale or 
other disposition of such property. 



'■'Bxcept for the deletion of the last sentence of the federal regulation this regula- 
tion is substantially the same as Section 26 CFR 1. 1 67(g)- 1. 

§ 24349(o).** Depreciation of Improvements in the Case of 
Mines, Etc. 

Property used in the trade or business which is subject to the allowance 
for depreciation provided in Section 24835 shall be treated for all pur- 
poses of this part as if it were property subject to the allowance for depre- 
ciation under Section 24349. 



""'This regulation is substantially the same as Section 26 CFR 1 .i67(h)-l . 

§ 24351 . Agreement As to Useful Life and Rates of 
Depreciation. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 9-19-69; effective thirtieth day thereafter (Register 69, No. 
38). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24352.*** Change in Method. 

(a) In General. Any change in the method of computing the depreci- 
ation allowances with respect to a particular account is a change in meth- 
od of accounring, and such a change will be permitted only with the con- 
sent of the Franchise Tax Board, except that certain changes to the 
straight line method shall be permitted without consent as provided in 
Section 24352 and subsection (b) of this regularion. A change in method 
of computing depreciation will be permitted only with respect to all the 
assets contained in a particular account as defined in Reg. 24349(g). Any 
change in the percentage of the current straight line rate under the declin- 
ing balance method, as for example, from 200 percent of the straight line 
rate to any other percent of the straight line rate, or any change in the in- 
terest factor used in connection with a compound interest or sinking fund 
method will constitute a change in method of depreciation and will re- 
quire the consent of the Franchise Tax Board. Any request for a change 
in method of depreciation shall be made in accordance with Section 
2465 1 and the regulations thereunder and shall state the character and lo- 
cation of the property, method of depreciation being used and the method 
proposed, the date of acquisition, the cost or other basis and adjustments 
thereto, amounts recovered through depreciation and other allowances, 
the estimated salvage value, the estimated remaining life of the property, 
and such other information as may be required. 

(b) Declining Balance to Straight Line. In the case of an account to 
which the method described in Section 24349(b)(2) is applicable, a tax- 
payer may change without the consent of the Franchise Tax Board, from 
the declining balance method of depreciation to the straight line method 
at any time during the useful life of the property under the following con- 
ditions. Such a change may not be made if a provision prohibiting such 
a change is contained in an agreement under Section 24351. When the 
change is made, the unrecovered cost or other basis (less a reasonable es- 
timate for salvage) shall be recovered through annual allowances over 
the estimated remaining useful life determined in accordance with the 
circumstances existing at that time. With respect to any account, this 
change will be permitted only if applied to all the assets in the account 
as defined in Reg. 24349(g). The taxpayer shall furnish a statement with 
respect to the property which is the subject of the change showing the 
date of acquisifion, cost or other basis, amounts recovered through depre- 
ciation and other allowances, the estimated salvage value, the character 
of the property, the remaining useful life of the property, and such other 
information as may be required. The statement shall be attached to the 
taxpayer's return for the income year in which the change is made. A 
change to the straight line method must be adhered to for the entire in- 
come year of the change and for all subsequent income years unless, with 
the consent of the Franchise Tax Board, a change to another method is 
permitted. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. 

History 
\. New section filed 9-19-69; effective thirtieth day thereafter (Register 69, No. 
38). 
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'■'''''■'This regulation is based on Section 26 CFR 1 .167(c)-l. 

§ 24355(a). Amortization of Emergency Facilities. 

NOTH: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 

1 . New section filed 3-3 1 -70; effective thirtieth day thereafter ( Reeister 70, No. 
14). 

2. Repealer filed 9-3-82: effective thirtieth day thereafter (Register 82. No. 37). 



§ 24355(b). Amortization of Grain Storage Facilities. 

NOTH: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 

1 . New section filed 3-31-70; effective thirtieth day thereafter (Reeister 70, No. 
14). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 



§ 24356(a).* Additional First-Year Depreciation Allowance. 

( 1 ) In General. For income years ending after December 3 1 . IQ.'iS. in 
the case of "Section 24356 property" acquired by purchase after Decem- 
ber 31.1 958, a taxpayer may elect for the first income year for which a 
deduction with respect to such property is allowable under Sections 
24349 through 24354 to the taxpayer to include as part of the "reasonable 
allowance" allowable under Section 24349(a) an additional allowance of 
20 percent of the cost or of a portion of the cost of such property. The al- 
lowance under Section 24356 is in addition to the depreciation allowable 
under Sections 24349 through 24354 computed on the balance of the un- 
recovered cost of the property after adjustment for the allowance under 
this regulation. For application of the dollar limitations of Section 
24356(b) see Reg. 24356(b). For a definition of the term "Section 24356 
property" and for special rules, see Reg. 24356(c). For the time and man- 
ner of making the election under this regulation, see Reg. 24356(d). 

(2) Proration Not Required. The allowance under Section 24356 is de- 
termined without any proration based on the period of time the Section 
24356 property has been in service during the income year. For example, 
taxpayer A, which makes its tax returns on the calendar year basis, pur- 
chased and placed in service on August 7, 1959, Section 24356 property 
costing $8,000. A elects to claim the additional first-year depreciation on 
the total cost of $8,000. A is entitled to a deduction of $ 1 ,600 (20 percent 
of $8,000) under this section for 1959, without proration for the number 
of days in 1959 during which the property was in service. 

(3) Amount Subject to Allowance. The allowance under Section 
24356 is equal to 20 percent of the cost, or portion of the cost, of Section 
24356 property selected by the taxpayer. Thus, all or a part of the cost of 
one item of property, or all or parts of the cost of several items of property, 
may be selected, subject to the dollar limitations of Section 24356(b) and 
Reg. 24356(b). For example. Corporation B, which makes its tax returns 
on the basis of the calendar year, purchased Section 24356 property cost- 
ing $9,000 in March 1959. B elects to claim the additional first-year de- 
preciation allowance, but only with respect to $3,000 of the cost of the 
property. B's allowance under Section 24356 for 1959 is $600 (20 per- 
cent of $3,000). 

(4) Salvage. The allowance under Section 24356 is computed without 
regard to any salvage value which is estimated will be realizable upon the 
sale or other disposition of the Section 24356 property when it is no long- 
er useful in the taxpayer's trade or business or in the production of its in- 
come and is to be retired from service by the taxpayer. 

(5) When Allowance Is Available. 

(A) (i) The term "the first income year for which a deduction is allow- 
able under Sections 24349 through 24354 to the taxpayer with respect to 
such property" means the first income year for which depreciation is al- 
lowable under Section 24349 on such property. See subsection (2) of 
Reg. 24349(j). The provisions of this subparagraph may be illustrated by 
the following examples: 

EXAMPLE (1). 



Corporation M, which makes its tax returns on the calendar year basis, 
purchases Section 24356 property costing $10,000 on December 27, 
1 960, places it in service on the same date, and does not use an averaging 
convention in determining the depreciation allowance. Since depreci- 
ation is allowable for the December 27-31, 1960, period. Corporation M 
may elect to claim the additional first-year depreciation allowance of 
$2,000 (20 percent of $ 10,000) for 1 960. 

EXAMPLE (2). 

Corporation N, which files its tax returns on the calendar year basis, 
purchases Section 24356 property costing $10,000 on August 10, 1960, 
and places it in service on the same date. Corporation N places the Sec- 
tion 24356 property in a multiple asset account under which it is assumed, 
for purposes of computing depreciation, that all additions and retire- 
ments during the first half of the income year were made on the first day 
of that year, and that all additions and retirements during the second half 
of the income year were made on the first day of the following year. Un- 
der these circumstances. Corporation N is entitled to elect the additional 
first-year depreciation allowance under Section 24356 on such property 
only for 1961 , since that is the first year for which a deduction is allow- 
able under Section 24349 on such property. 

(ii) In the case of an emergency facility which the taxpayer elects to 
amortize under the provisions of Secfion 24355, and which facility also 
qualifies as Section 24356 property, the additional first-year depreci- 
ation allowance is not available (except as hereafter provided) unless the 
taxpayer elects under Reg. 24355(b) to begin the amortization deduc- 
tions under Section 24355 with the succeeding income year. If the tax- 
payer elects under Reg. 24355(b) to begin the amortization deductions 
under Section 24355 with the month following the month in which the 
facility was completed or acquired, and the facility qualifies as Section 
24356 property, the additional first-year allowance is available only with 
respect to the portion of the facility which is not certified in accordance 
with Section 24355 and the regulafions thereunder. If 100 percent of the 
facility is certified in accordance with Section 24355 and the regulations 
thereunder and the taxpayer elects under Reg. 24355(b) to begin the 
amortization deductions under Section 24355 with such following 
month, no additional first-year allowance is available with respect to any 
portion of the facility. 

(B) The additional first-year depreciation allowance on Section 24356 
property is not available if the cost of such property is to be recovered 
through amortization deductions under Section 24343 and the regula- 
tions thereunder instead of through depreciation allowances under Sec- 
fion 24349 
NOTE: Authority cited: Section 26422, Revenue and Taxafion Code. 

History 
1 . New section filed 3-31-70; effective thirtieth day thereafter (Register 70. No. 

14). 



*This regulation is based on Section 26 CFR 1 . 1 79-1 . 

§ 24356-1 . Dollar Limitation. 

(a) Maximum Amount Subject to election. 

( 1 ) In any one income year the maximum amount of the cost of Section 
24356 property with respect to which the taxpayer may elect to take an 
allowance under Secfion 24356 is $10,000. If the Section 24356 property 
purchased by the taxpayer exceeds the $10,000 limitafion, the taxpayer 
may select the cost or portion of the cost of Secfion 24356 property to 
which its elecfion is to apply. For example. Corporation X purchased five 
new delivery tmcks in February 1 959 at a cost of $5,000 each. The trucks 
qualify as Secfion 24356 property. X may select $2,000 of the cost of 
each truck to be subject to the allowance, or the total cost of $5,000 for 
each of any two trucks, or X may allocate the $10,000 maximum cost 
among some or all of the trucks in any other manner it chooses. The selec- 
fion of property made by X is irrevocable unless X obtains consent of the 
Franchise Tax Board to change. See subsection (2) of Reg. 24356(d). 

(2) The dollar hmitations of Section 24356 apply to each taxpayer and 
not to each trade or business in which the taxpayer has an interest. For ex- 
ample. Corporation G makes its tax returns on the calendar year basis. G 
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opcrales iwo separate businesses on its own account and is a member of 
a partnership engaged in business. During 1960. G purcliased Section 
243-'S6 property costing $8,000 for one of its businesses and Section 
24356 property costing $6,000 for tlie other. In addition, G's distributive 
share of the partnership's Section 24356 allowance for 1959 is $300. The 
maximum allowance available to G under Section 24356 for 1960, in- 
cluding its $300 distributive share from the partnership is $2,000 (20 per- 
cent of $10,000). 

(b) Affiliated Group. Taxpayers which constitute an affiliated group, 
as defined in subsection (c) of this regulation, shall be treated as one tax- 
payer in applying the $10,000 limitation of this regulation. The allow- 
ance may be taken by any one such member or allocated among the sever- 
al members in any manner in accordance with an agreement entered into 
by the members of the group. The amount of the allowance allocated to 
any member, however, shall not exceed 20 percent of the cost of Section 
24356 property actually purchased by the member in the income year. 
Each member of an affiliated group to which is allocated any part of the 
deduction under Section 24356 shall file a separate statement attached to 
its tax return in which an election is made to claim an additional first-year 
depreciation allowance. Such statement shall include the names of all the 
members of the affiliated group, the income years of the members of the 
affiliated group, and a description of the manner in which the deduction 
under Section 24356 has been divided among them. 

An allocation among the members of an affiliated group of the allow- 
ance under Section 24356 shall not be revoked after the due date of the 
return (including extensions of time) of the member corporation filing 
the latest return for an income year for which an election to take the al- 
lowance is made. For the purpose of the preceding sentence, the income 
years of the other members of the affiliated group ending with or within 
the income year of the member corporation filing the latest return shall 
be considered as corresponding to the income year of this member corpo- 
ration. Thus, where this member corporation's income year ends Novem- 
ber 30, 1960, the allowance will apply with respect to Section 24356 
property purchased in August 1 959 by an affiliated corporation whose in- 
come year ends June 30, 1 960 (an income year ending within the income 
year of the member corporation filing the latest return). 

(c) Affiliated Group. For purposes of Section 24356, the term "affili- 
ated group" has the meaning assigned to it by Section 1 504 of the Internal 
Revenue Code of 1 954, except that the phrase "more than 50 percent" 
shall be substituted for the phrase "at least 80 percent" each place it ap- 
pears in Section 1504(a) of the Internal Revenue Code of 1954. 
NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24356, Revenue and Taxation Code. 

History 

1. New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. 
14). 

2. Renumbering and amendment of Section 24336(b) to Section 24356-1 filed 
9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24356(c)/ Definitions and Special Rules. 

The following definitions and special rules apply for purposes of Sec- 
uon 24356, Regs. 24356(a), 24356(b), 24356(d), and this regulation. 

( 1 ) Section 24356 Property. The term "Section 24356 property" means 
any tangible personal property, new or used, of a character subject to the 
allowance for depreciation under Sections 24349 through 24354, ac- 
quired by purchase after December 31, 1958, for use in the taxpayer's 
trade or business or in the producfion of its income, and which has an esti- 
mated useful life (determined at the time of acquisition) of 6 years or 
more. For purposes of determining the estimated useful life of Section 
24356 property, the provisions of Reg. 24349(a)(2) shall be applied. For 
definition of the term "purchase," see subsection (3) of this regulation. 

(2) Tangible Personal Property. Local law definifions will not be con- 
trolling for purposes of determining the meaning of the term "tangible 
personal property" as it is used in Section 24356 and the regulations 
tliercundcr. For purposes of Section 24356, the term "tangible personal 
property" includes any tangible property except land, and improvements 
thereto, such as buildings or other inherently permanent structures there- 



on (including items which are structural components ol' such buildings 
or structures). Assets accessory to the operation of a business, such as 
machinery, printing presses, transportation or office equipment, refriger- 
ators, individual air conditioning units, grocery counters, etc.. generally 
constitute tangible personal property for purposes of Section 24356. even 
though such assets may be termed fixtures under local law. The term does 
not include, for example, the wiring in a building, plumbing systems, nor 
central heating or central air conditioning machinery, pipes, or ducts or 
other items, which are structural components of a building or other per- 
manent structure, nor does the term include trademarks, goodwill, or oth- 
er intangibles. 

(3) Purchase. (A) The term "purchase" means any acquisition of prop- 
erty after December 3 1 , 1958, but only if all the requirements of subpara- 
graphs (i). (ii), and (iii) of this paragraph are satisfied. 

(i) The property isnotacquiredby purchase if it is acquired from a lax- 
payer whose relationship to the taxpayer acquiring it would result in the 
disallowance of losses under Sections 24427 to 24430, inclusive. In ap- 
plying the rules of Sections 24428 and 24429, subdivision (d) of Section 
24429 shall be treated as providing that the family of an individual shall 
include only his spouse, ancestors, and lineal descendants. For example, 
a purchase of property by a corporation from a taxpayer who owns, di- 
rectly or indirectly . more than 50 percent in value of the outstanding stock 
of such corporation does not qualify as a "purchase" under Section 
24356(d)(2), nor does the purchase of property from the wife of such a 
shareholder qualify. However, the purchase of Section 24356 property 
by a corporation from a brother or sister of a more than 50% shareholder 
of the corporation does qualify as a purchase for purposes of Section 
24356(d)(2). 

(ii) The property is not acquired by purchase if acquired from any one 
member of an affiliated group (as defined in subsection (5) of this regula- 
tion) by another member of the same affiliated group. 

(iii) The property is not acquired by purchase if the basis of the proper- 
ty in the hands of the taxpayer acquiring it is determined in whole or in 
part by reference to the adjusted basis of such properly in the hands of the 
taxpayer from whom acquired. For example, property acquired by gift 
does not qualify as property acquired by purchase, for purposes of Sec- 
tion 24356(d)(2), nor does property received in a corporate distribution 
the basis of which is determined under Section 24454(b), nor property 
acquired by a corporation in a transaction to which Section 24521 ap- 
plies. 

(B) If property is in the process of construcfion. reconstruction, or 
erection on December 31, 1958, the term "purchase" will apply only to 
that part of the cost of such property which is attributable to such con- 
struction, reconstrucfion, or erecfion after December 3 1 , 1958. The por- 
tion of the cost of such property attributable to construction, reconstruc- 
tion, or erection after December 31, 1958, consists of all costs of the 
property allocable to the period after that date, including the cost or other 
basis of materials entering into such property. It is not necessary that such 
materials be acquired after December 31, 1958, or that their estimated 
useful lives independently determined be 6 years or more provided, how- 
ever, that the property constructed, reconstructed, or erected has an esti- 
mated useful life of 6 years or more. 

(4) Cost. The cost of Section 24356 property does not include so much 
of the basis of such property as is determined by reference to the basis of 
other property held at any time by the taxpayer. For example. Corpora- 
tion N purchases a new drill press costing $9,000 in November 1960 
which qualifies as Secfion 24356 property, and is granted a trade-in al- 
lowance of $2,000 on its old drill press. The old drill press had a basis of 
$1,200. Under the provisions of Secfions 24912 and 24941(d), the basis 
of the new drill press is $8,200 ($1,200 basis of old drill press plus cash 
expended of $7,000). However, only $7,000 of the basis of the new drill 
press qualifies as cost for purposes of the allowance under Reg. 24356(a); 
the remaining $1,200 is not part of the cost because it is determined by 
reference to the basis of the old drill press. 

(5) Affiliated Group. For purposes of Section 24356, the term "affili- 
ated group" has the meaning assigned to it by Section 1 504 of the Internal 
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Revenue Code of 1954, except that the phrase "more than 50 percent" 
shall be substituted for the phrase "at least 80 percent" each place it ap- 
pears in Section 1504(a) of the Internal Revenue Code of 1954. 

(6) Adjustment to Basis. A taxpayer which elects the additional first- 
year depreciation allowance under Section 24356 must make the neces- 
sary adjustment to basis of the Section 24356 property, as required by 
Section 24356(d)(6), in the records it is required to keep under Reg. 
24349(g), before any other deduction allowable by Section 24349 is 
computed. For example. Corporation M which makes its return on the ba- 
sis of the calendar year and uses the straight-line method of depreciation, 
purchases a $15,000 machine on July 1, 1960, which qualifies as Section 
24356 property, and elects to claim the additional first-year depreciation 
allowance. The machine has an estimated 10-year life and an estimated 
salvage value of $1,000. For 1960, Corporation M is entitled to an allow- 
ance of $2,000 (20 percent of $10,000) under Section 24356. The cost 
basis of $15,000 must be adjusted by the $2,000 allowance before any 
other deduction under Section 24349 is computed. The adjusted basis of 
$13,000. less $1,000 salvage, or $12,000 may then be depreciated over 
the lO-year useful life of the machine in accordance with the provisions 
of Section 24349 and the regulations thereunder. Since Corporation M 
uses the straight-line method of depreciation for the machine, it will be 
entitled to a total deduction of $2,600 in 1 960; that is $2,000 for addition- 
al first-year depreciation plus $600 ($12,000 x 10 percent x 6 mos.) de- 
preciation on the balance of $12,000. 
NOTH: Authority cited: Section 26422, Revenue and Taxation Code. 

History 
1. New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. 

14). 



^'This regulation is based on Section 26 CFR 1.179-3. 

§ 24356(d).* Time and Manner of Making Election. 

( 1 ) Election. A separate election must be made for each income year 
in which an additional first-year depreciation allowance is claimed with 
respect to Section 24356 property. The election under Section 24356 and 
Reg. 24356(a) to claim an additional first-year depreciation allowance 
on Section 24356 property shall be made on the taxpayer's tax return for 
the income year to which the election applies. For the election to be valid, 
the return must be filed not later than the time prescribed by law (includ- 
ing extensions thereof) for filing the return for such income year. The 
election shall be made by showing as a separate item on the taxpayer's 
tax return the total additional first-year depreciation claimed with re- 
spect to Section 24356 property selected. The additional first-year de- 
preciation claimed with respect to Section 24356 property must not be 
included in the depreciation claimed under Sections 24349 through 
24354 with respect to such property. The taxpayer shall maintain records 
which permit specific identification of each piece of Section 24356 prop- 
erty and reflect how and from whom such property was acquired. The 
election to claim an additional first-year depreciation allowance under 
this regulation with respect to any property is irrevocable and shall be 
binding on the taxpayer with respect to such property for the income year 
for which the election is made and for all subsequent income years, unless 
the Franchise Tax Board gives its consent to revoke the election. Similar- 
ly, the selection of Section 24356 property by the taxpayer to be subject 
to the additional first-year depreciation allowance must be adhered to in 
compufing the taxpayer's net income for the income year for which the 
selection is made and for all subsequent income years, unless consent to 
change the selection of property is given by the Franchise Tax Board. 

(2) Revocation. A request to revoke an election under Section 24356 
and Reg. 24356(a) or to change the property selected for the additional 
first-year depreciation allowance shall be in writing and shall be ad- 
dressed to the Franchise Tax Board. The request shall include the name 
and address of the taxpayer and shall be signed by a principal officer of 
the taxpayer or its duly authorized representative. It must be filed no later 
than 6 months after the date prescribed by law (without regard to exten- 
sions of Ume) for filing the tax return for the year in which the allowance 
under Reg. 24356(a) was claimed, shall be accompanied by a statement 



showing the year and property involved, and shall set forth in detail the 
reasons for the request to revoke the election or to change the selection 
of property. Ordinarily, a request for consent to revoke the election or to 
change the selection of property will not be granted if it appears from all 
the facts and circumstances that the only reason for the desired change 
is to obtain a tax advantage. 

(3) Effective Date. The provisions of this regulation apply to all in- 
come years ending after December 31, 1958. 
NOTh: Authority cited: Section 26422, Revenue and Taxation Code. 

History 
1 . New section filed 3-31-70; effective thinielh day thereafter (Register 70, No. 

14). 



"This regulation is based on Section 26 CFR 1.179-4. 

§ 24356.1(a).* Change from Retirement to Straight-Line 
Method of Computing Depreciation. 

History 

1. New section filed 2-20-64; effective thirtieth day thereafter (Reeister 64. 

No. 4). 

2. Change without regulatory effect repealing section filed 8-4-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 32). 



^''Except for provisions relalins to elections this reeulation is substantially the 
same as Section 26 CFR 1 .9001-1 . 

§ 24356.1(b).* Basis Adjustments for Taxable Years 

Beginning on or After 1959 Adjustment Dates. 

History 

1. New section filed 2-20-64; effective thirtieth day thereafter (Register 64, 
No. 4). 

2. Change without regulatory effect repealing section filed 8^-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 32). 



*Except for differences in dates this regulation is substantially the same as Sec- 
tion 26 CFR 1.9001-2. 

§ 24356.1 (c).* Basis Adjustments for Taxable Years 
Between Changeover Date and 1959 
Adjustment Date. 

History 

1. New section filed 2-20-64; effective thirtieth day thereafter (Register 64, 
No. 4). 

2. Change without regulatory effect repealing section filed 8-4-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 32). 



*This regulation is substantially the same as Secfion 26 CFR 1.9001-3. 

§ 24356.7-1 . Recapture of Deduction for Qualified 

Property Previously Used in an Enterprise 
Zone. 

(a) In General. Section 24356.7 of the Revenue and Taxation Code al- 
lows a taxpayer to elect to expense a porUon of the cost of Secfion 
24356.7 property (as defined in Section 24356.7(c)(1)) for the income 
year in which the property is placed in service. If an item of the taxpayer's 
Section 24356.7 property ceases to be used exclusively in the taxpayer's 
trade or business in the enterprise zone before the close of the second in- 
come year after the property was placed in service, the taxpayer is re- 
quired to recapture the amount previously expensed for that item. This 
amount shall be included in income in the income year in which the prop- 
erty ceases to be so used. 

(b) Basis Adjustment. As of the first day of the income year in wliich 
the recapture event occurs, the basis of the Secfion 24356.7 property shall 
be increased by the recapture amount. For an item of Section 24356.7 
property that is subject to an allowance for depreciation under Section 
24349 of the Revenue and Taxation Code, the increase in basis is depre- 
ciated over the remaining useful life of the Section 24356.7 property be- 
ginning on the first day of the income year in which the recapture event 
occurs. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 24356.7, Revenue and Taxation Code. 
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History 
1. New section filed 2-26-2001; operative 3-28-2001 (Register 2001. No. 9). 

§ 24357-1. Charitable, etc., Contributions and Gifts; 
Allowance of Deduction. 

(a) In General. 

( 1 ) General rule. Any charitable contribution (as defined in Section 
243-'S9) actually paid during tiie income year is allowable as a deduction 
in computing net income, regardless of the method of accounting 
employed or when pledged. In addition, contributions by a bank or cor- 
poration may under certain circumstances be deductible even though not 
paid during the income year (See Reg. 24357-2(b)). The deduction is 
subject to the limitations of Section 24358 (See Reg. 24357-2) and is 
subject to verification by the Franchise Tax Board. 

(2) Information required in support of deductions for income years be- 
ginning before January 1 . 1964. In connection with claims for deductions 
for charitable contributions paid in income years beginning before Janu- 
ary 1 , 1 964, taxpayers shall state in their tax returns the name and address 
of each organization to which a contribution was made and the amount 
and approximate date of the actual payment of each contribution. Any de- 
duction for a charitable contribution must be substantiated, when re- 
quired by the Franchise Tax Board, by a statement from the organization 
to which the contribution was made indicating whether the organization 
is a domestic organization, the name and address of the contributor, the 
amount of the contribution, and the date of its actual payment, and by 
such other information as the Franchise Tax Board may deem necessary. 

(3) Information required in support of deductions for income years be- 
ginning after December 31, 1963. 

(A) In general. In connection with claims for deductions for charitable 
contributions paid in income years beginning after December 31, 1963, 
taxpayers shall state in their tax returns the name of each organization to 
which a contribution was made and the amount and date of the actual pay- 
ment of each contribution. If a contribution is made in property other than 
money, the taxpayer shall state the kind of property contributed (for ex- 
ample, used clothing, paintings, securities) and shall state the method uti- 
lized in determining the fair market value of the property at the time the 
contribution was made. In any case in which a taxpayer makes numerous 
cash contributions to an organization during the income year, the taxpay- 
er may state the total cash payments made to such organization during the 
income year in lieu of listing each cash contribution and the date of pay- 
ment. 

(B) Statement from donee organization. Any deduction for a charita- 
ble contribution must be substantiated, when required by the Franchise 
Tax Board, by a statement from the organization to which the contribu- 
tion was made indicating whether the organization is a domestic organi- 
zation, the name and address of the contributor, the amount of the contri- 
bution, the date of actual receipt of the contribution, and such other 
information as the Franchise Tax Board may deem necessary. If the con- 
tribution includes an item of property (other than money or securities 
which are regularly traded on a stock exchange or in an over-the-counter 
market) which the donee deems to have a fair market value in excess of 
$200 at the time of receipt, such statement shall also indicate for each 
such item its location if retained by the organization, the amount received 
by the organization on any sale of the property and the date of sale, or in 
case of other disposition of the property, the method of disposition. 

(b) Time of Making Contribution. Ordinarily a contribution is made 
at the time delivery is effected. In the case of a check, the unconditional 
delivery (or mailing) of a check which subsequently clears in due course 
will constitute an effective contribution on the date of delivery (or mail- 
ing). If a taxpayer unconditionally delivers (or mails) a properly endorsed 
stock certificate to a charitable donee or the donee's agent, the gift is 
completed on the date of delivery (or mailing, provided that such certifi- 
cate is received in the ordinary course of the mails). If the donor delivers 
the certificate to its bank or broker as the donor's agent, or to the issuing 
corporation or its agent, for transfer into the name of the donee, the gift 



is completed on the date the stock is transferred on the books of the corpo- 
ration. 

(c) Contribution in Property. 

( 1 ) General Rules. If a contribution is made in property other than 
money, the amount of the deduction is determined by the fair market val- 
ue of the property at the time of the contribution. The fair market value 
is the price at which the property would change hands between a willing 
buyer and a willing seller, neither being under any compulsion to buy or 
sell and both having reasonable knowledge of relevant facts. If the contri- 
bution is made in property of a type which the taxpayer sells in the course 
of its business, the fair market value is the price which the taxpayer would 
have received if it had sold the contributed property in the lowest usual 
market in which it customarily sells, at the time and place of the contribu- 
tion (and in the case of a contribution of goods in quantity, in the quantity 
contributed). The usual market of a manufacturer or other producer con- 
sists of the wholesalers or other distributors to or through whom it cus- 
tomarily sells, unless it sells only at retail in which event it is its retail cus- 
tomers. If a donor makes a charitable contribution of, for example, stock 
in trade at a time when it could not reasonably have been expected to real- 
ize its usual selling price, the value of the gift is not the usual selling price 
but is the amount for which the quantity of merchandise contributed 
would have been sold by the donor at the time of the contribution. Costs 
and expenses incurred in the year of contribution in producing or acquir- 
ing the contributed property are not deductible and are not a part of the 
cost of goods sold. Similarly, to the extent that costs and expenses in- 
curred in a prior income year in producing or acquiring the contributed 
property are reflected in the cost of goods sold in the year of contribution, 
cost of goods sold must be reduced by such costs and expenses. Transfers 
of property to an organization described in Section 24359 which bear a 
direct relationship to the taxpayer's business and which are made with a 
reasonable expectation of financial return commensurate with the 
amount of the transfer may constitute allowable deductions as trade or 
business expenses rather than as charitable contributions. See Section 
24343. 

(d) For disallowance of certain charitable deductions otherwise allow- 
able under Sections 24357 and 24359 (relating to organizations engaged 
in prohibited transactions). 

(1) For denial of deduction for charitable contributions as trade or 
business expenses and rules with respect to treatment of payments to or- 
ganizations other than those described in Section 24359, see Section 
24343. 

(2) No deduction shall be allowed under Section 24357 for amounts 
paid to an organization — 

(A) A substantial part of the activities of which is carrying on propa- 
ganda, or otherwise attempting, to influence legislation, or 

(B) Which participates in or intervenes in any political campaign on 
behalf of any candidate for public office. 

For purposes of determining whether an organization is attempting to 
influence legislation or is engaging in political activities, see Section 
2370 Id. Moreover, no deduction shall be allowed under Section 24357 
for expenditures for lobbying purposes, promotion or defeat of legisla- 
tion, etc. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24357, Revenue and Taxation Code. 

History 

1 . New section filed 5-3-6 1 ; effective thirtieth day thereafter (Register 6 1 . No. 9). 

2. Amendment filed 1 2-22-69; effective thirtieth day thereafter (Register 69, No. 

52). 

3. Renumbering and amendment of Section 24357-24359(a) to Section 24357-1 
filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24357-2. Contributions or Gifts by Banks and 
Corporations. 

(a) In General. The deduction by a bank or corporation in any income 
year for charitable contributions, as defined in Section 24359, is limited 
to 5 per cent of its net income for the year, computed without regard to: 

(1) The deduction for charitable contributions. 
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(2) The special deductions for banks and corporations allowed under 
Article 2 (commencing at Section 24401 ) of Chapter 7 (except Sections 
24407 to 24409, inclusive). A contribution by a bank or corporation to 
a trust, chest, fund, or foundation organized and operated exclusively for 
religious, charitable, scientific, literary, or educational purposes or for 
the prevention of cruelty to children or animals is deductible only if the 
contribution is to be used in the United States or its possessions for those 
purposes. See Section 24359(b). 

(b) Election by Banks and Corporations on an Accrual Method. A 
bank or corporation reporting its net income on an accrual method may 
elect to have a charitable contribution (as defined in Section 24359) con- 
sidered as paid during the income year, if payment is actually made on 
or before the fifteenth day of the third month following the close of the 



year and if, during the year, the board of directors authorized the contri- 
bution. The election must be made at the time the return for the income 
year is filed, by reporting the contribution on the return. There shall be 
attached to the return when filed a written declaration that the resolution 
authorizing the contribution was adopted by the board of directors during 
the income year, and the declaration shall be verified by a statement 
signed by an officer authorized to sign the return that it is made under the 
penalties of perjury. There shall also be attached to the return when filed 
a copy of the resolution of the board of directors authorizing the contribu- 
tion. 

NOTIi: Authority cited: Section 26422. Revenue and Taxation Code. Reference: 
Section 243.^7, Revenue and Taxation Code. 
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History 

1. New Section filed 5-3-61; effective thirtieth day thereafter (Reeister 61, No. 
•■)]. 

2. Amendment filed 12-22-69: effective thirtieth day thereafter ([Register 69. No. 
52). 

?. Renumbering and amendment of Section 24357-24359(b) to Section 24357-2 
filed 9-3 82; effective thirtieth day thereafter (Register 82, No. 37). 

$? 24360-24363(3).* Amortizable Bond Premium. 

(1 ) In General. Under Section 24360, bond premiurn is amortizable by 
the owner of the bond (as defined in Reg. 24360-24363(d)) in accor- 
dance with paragraph (A) or (B) of this subsection as follows: 

(A) Amortization of bond premium is mandatory with respect to — 
(i) Fully tax-exempt bonds (the interest on which is excludable from 

gross income under Chapter 3). 

(B) Amortization of bond premium is optional, at the election of the 
taxpayer, with respect to — 

(i) Fully taxable bonds. 

(2) Operation. 

(A) In the case of a fully tax-exempt bond, the amortizable bond pre- 
mitim for the income year is simply an adjustment to the basis or adjusted 
basis of the bond. Thus, if such premium is$l, the basis or adjusted basis 
of the bond is reduced by $1. No deduction is allowable on account of 
such amortizable bond premium. See subsection (2)(B) of Reg. 
24360-24363(b) for treatment of bonds with alternative call dates. 

(B) In the case of a fully taxable bond to which Section 24360 is appli- 
cable, the amortizable bond premium is applied both as an adjustment to 
the basis or adjusted basis of the bond and as a deduction in computing 
net income. For the disallowance of a deduction in certain cases, see sub- 
section ( 1 )(C) of Reg. 24360-24363(b). 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. 

History 
1 . New section filed 1 2-22-69; effective thirtieth day thereafter (Register 69, No. 
52). 



*This regulation is based on Section 26 CFR 1.171-1. 

§ 24360-24363(b).* Determination of Bond Premium. 

( 1 ) In general. 

(A) Except as otherwise provided in this regulation, bond premium on 
any bond to which Section 24360 applies is the excess of the amount of 
the basis (for determining loss on sale or exchange under Section 249 1 1 ) 
of the bond over the amount payable at maturity or, in the case of a cal- 
lable bond, the earlier call date. For determination of applicable call date, 
see subsection (2) of this regulation. 

(B)(i) The amortizable bond premium on a wholly taxable bond de- 
scribed in 24362(a) shall be computed by reference to the amount pay- 
able on maturity or on an earlier call date. For purposes of this subpara- 
graph, the date of acquisition of a bond shall be the date such bond was 
ordered under a firm commitment to buy and not the date the bond was 
delivered to the taxpayer. 

(ii) The application of the provisions of subparagraph (i) of this para- 
graph may be illustrated by the following example: 

EXAMPLE (1). 

Assume that the taxpayer acquired at the date of issue, January 1 , 1 956, 
a $ 1 00 wholly taxable bond for $ 1 1 2, callable at any time thereafter upon 
30 days' notice. The premium of $12 attributable to such bond may be 
amortized only with reference to the maturity date of the bond. Similarly, 
assume that in 1957 the taxpayer acquired a $100, 20-year bond, issued 
on January 1, 1954, for $115. The bond was callable 2 years after the date 
of issuance or, if not then called, 1 years after the date of issuance. The 
premium of $15 attributable to such bond may be amortized in accor- 
dance with the method of amortization authorized by subsec- 
tion 24360-24363(b)(6). 



(iii) In the case of a wholly taxable bond described in Section 
24361(b), which has a call date not more than three years after the date 
of such issue, the amount of bond premium attributable to the income 
year in which the bond is called shall include an aniouni equal to the ex- 
cess of the amount of the adjusted basis (for determining loss on sale or 
exchange) of such bond as of the beginning of the income year o\ er the 
amount received on redemption of the bond or (if greater than the amount 
received on redemption) the amount payable on maturity. For determin- 
ing whether an earlier call date is a dale more than three years after the 
date of original issue, consideration will be gi\en to the terms under 
which a bond is issued. For adjustments proper to reflect unamorii/ed 
bond premium for the period before the date as of which Section 24360 
becomes applicable to the bond in the hands of the taxpayer, see para- 
graph (D) of this subsection. For example, if a wholly taxable bond, is- 
sued on January 1, 1954. and acquired by the taxpayer on January 1. 

1955, at a price of $109, matures in 10 years from the date of issue (9 
years from the date of acquisition) but is callable at $105 on 30 days' no- 
tice. Section 24361(a)(2) requires that the bond be amortized to maturity, 
that is. at the rate of $1 per year. If the bond is called on December 31, 

1956, for $105, then $3, the excess of the adjusted basis of $108 ($109 
less $ 1 deducted in 1 955) over the amount received on redemption, $ 1 05, 
may be deducted for the year 1956. 

(C) Whether the purchase and immediate transfer of callable bonds oc- 
curs in such a manner as to make the entire transaction not bona fide, and 
hence the deductions for amortization for bond premium not allowable, 
will depend on all the facts and circumstances. 

(D) If the date as of which the basis of the bond was established pre- 
cedes the first income year with respect to which Section 24360 applies 
to the bond, proper adjustments shall be made to reflect unamortized 
bond premium on such bond for the period including the holding period 
before the date as of which Section 24360 first becomes applicable to the 
bond in the hands of the taxpayer. Such adjustment is required whether 
an election was made under Section 24121(o) of the Bank and Corpora- 
tion Tax Law of 1 954 or under Section 24360 and applies to all bonds to 
which Section 24360 is applicable. 

(E) The rule relating to adjustments set forth in paragraph (D) of this 
subsection may be illustrated by the following examples: 

EXAMPLE (1). 

On January 1, 1956, TCorporation, which makes its tax returns on the 
calendar year basis, owns a fully taxable $ 100 bond, maturing on January 
1, 1966. T purchased this bond on January 1. 1946, for $120. T elects to 
have Section 24360 apply to such bond for 1957 and subsequent income 
years. In determining the amount of bond premium to be amortized over 
the remaining 9 years of the life of the bond, T is required but solely for 
such purpose, to treat the bond as if it had amortized the bond premium 
thereon during the prior 1 1 year, and to make the proper adjustments in 
the original bond premium. Accordingly, T would treat $1 1 as having 
been amortized during the first 1 1 years and would be required to amor- 
tize the remaining $9 over the following 9 years. When the bond is re- 
deemed on January 1, 1966, for $100. only the $9 attributable to the last 
9 years will actually have been amortized, and the basis of the bond will 
have been reduced only by that amount. The $1 1 attributable to the first 
1 1 years will have been treated as an adjustment to the original bond pre- 
mium but will not have been amortized nor will the basis of the bond have 
been reduced by that amount. Consequently, T will have a capital loss in 
the year of redemption on account of the $1 1 attributable to the period 
January 1, 1946, to January I, 1957. 

EXAMPLE (2). 

Y Corporation makes its income tax returns on the calendar year basis, 
owns a fully tax-exempt $ 1 00 bond maturing on January 1 . 1 962. It pur- 
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chased this bond on January 1 , 1 942, for $ 1 20. On December 31,1 955, 
Y sells the bond for $ 1 08 and realizes a gain of $ 1 . computed as follows: 

(i) Total bond premium ($120-$100) $20 

(ii) Amount of bond premium amoilizable if held to maturity 

(total bond premiums minus unamortized 

bond premium attributable to 1942 (a year to 

which Section 24121(o) of the Hank and Corporation 

Tax Law of 1934 was not applicable). $20-Sl ) 19 

(iii) Amount of bond premium amortized from January 1, 

1943, through December 31, 1955 

($1 for each such vear) 13 

(iv) Adjusted basis of bond at close of 1954 ($120— S13) 107 

(V) Gains (S108— $107) 1 

(F) Amortizable bond premium on any bond to which Section 24360 
applies is that part of the bond premium on the bond which is attributable 
to the income year. 

(2) Callable Bonds. 

(A) For purposes of Section 24360, in the case of a callable bond, the 
earlier call date will be considered as the maturity date, except as pro- 
vided in subsection ( 1 )(B) and (C) of this regulation. The amount due on 
the earlier call date will be considered as the amount payable on maturity 
unless it is determined under a different method of amortization regularly 
employed by the taxpayer that another amount shall be the amount pay- 
able on maturity. Hence, in the case where a bond premium is to be amor- 
tized to the earlier call date, the bond premium on such bond is required 
to be spread over the period from the dale as of which the basis for loss 
of the bond is established down to the earlier call date, rather than to the 
maturity date. The earlier call date my be the earliest call date specified 
in the bond as a day certain, the earliest interest payment date if the bond 
is callable at such date, the earliest date at which the bond is callable at 
par, or such other call date, prior to maturity, specified in the bond as may 
be selected by the taxpayer. 

(B) Where a deduction for amortizable bond premium may be deter- 
mined with respect to alternative call dates, the amount of amortizable 
bond premium calculated with reference to a particular call date must be 
calculated thereafter with reference to the same call data. However, if, 
upon such call data originally selected, the bond has not in fact been 
called, the bond premium then unamortized must be amortized to a 
succeeding call date or to maturity. Thus, assume a $ 1 00 bond is acquired 
at time of issue for $ 1 25. The bond is callable in five years at $ 1 1 5 and 
in 10 years at $1 10. The taxpayer may amortize $10 of premium during 
the first five years and, if the bond is not then called, an additional $5 of 
premium during the next five years. If the bond is not called at the end 
often years, the remaining $10 of premium must be amortized to maturi- 
ty- 

(3) Convertible Bonds. 

(A) The fact that a bond is convertible into stock does not, in itself, pre- 
vent the application of Section 24360. A convertible bond is within the 
scope of such section if the option to convert on a date certain specified 
in the bond rests with the holder thereof. However, for the purpose of de- 
termining the amount of amortizable bond premium on a convertible 
bond for the income year, the amount of bond premium shall not include 
any amount attributable to the conversion features of the bond. For the 
purpose of the rule stated in the preceding sentence, the term "convertible 
bond" includes a bond issued with detachable stock-purchase warrants. 

(B) The value of the conversion features of a particular bond shall be 
ascertained as of the time of acquisition by reference to the assumed price 
at which such bond would be purchased on the open market if without 
conversion features, and by subtracting such assumed price from the cost 
of the bond. The assumed price of the bond without conversion features 
shall be ascertained by comparison to the yields on which bonds of simi- 
lar character, not having conversion features, are sold on the open market 
and adjusting the price of the bond in question to this yield. This adjust- 
ment may be made by the use of standard bond tables. In selecting quota- 
tions for comparative purposes, bonds of the same classification and 
grade shall be used. 

(C) The application of the principles set forth in this subsection may 
be illustrated as follows: 



EXAMPLE. 

T Corporation purchased for $ 1 1 5 a $ 1 00 bond, maturing in 1 years, 
on which interest is payable semiannually at the rate of 3 percent a year. 
This bond is convertible into common stock at the option of the holder. 
It is found that bonds of the same character, not having conversion fea- 
tures, were sold on the open market on or about the time of T's purchase 
on a basis to yield 2.6 percent. By recourse to a standard bond table. It 
is found that bonds of the same character, not having conversion features, 
were sold on the open market on or about the time of T's purchase on an 
basis to yield 2.6 percent. By recourse to a standard bond table, it is found 
that the cost of a 3 percent. 1 0-year. $ 1 00 bond to yield 2.6 percent would 
have been $103.50. Since the taxpayer paid $115 for the convertible 
bond, the difference between $1 15 and $103.50, or $1 1 .50. represents the 
value of the conversion features of the bond at the time of purchase. The 
balance of $3.50 represents the bond premium subject to amortization 
under Section 24360. 

(D) If a convertible bond acquired on or before June 15. 1950. is held 
during the income year, the amortizable bond premium shall be com- 
puted as if the provisions for the determination of the bond premium 
without the inclusion of any amount attributable to the conversion fea- 
tures of the bond were applicable for each year for which the bond was 
held prior to such income year. Thus, if T. in the example in paragraph 
(C) of this subsection, had acquired the bond on January 1. 1949. and if 
T makes its tax returns on the basis of the calendar year, the amortizable 
bond premium for 1957 would be $0.35, determined as follows: 

Bond premium not attributable to conversion feature $3.50 

Amortizable bond premium for 1949 and 1950. determined 
by reference to bond premium not attributable to conversion 

feature .70 

Portion of bond premium amortizable over remainine life 

of bond ^ $2.80 

Amortizable bond premium for each of the remaining 

8 years, including the income year 1957 (one-eighth of 

$2.80) 35 

(4) Capitalized Expenses. 

(A) In the case of a bond to which Section 24360 otherwise applies, 
on which the bond premium is attributable only to capitalized expenses 
(such as buying commission), if a taxpayer — 

(i) Regulariy employs a reasonable method of amortization under 
which capitalized expenses arc amortized, 

(ii) Is required by the regulations to use the method of amortization 
prescribed by subsection (6) of this regulation, or 

(iii) Regulariy employs a reasonable method of amortization but does 
not amortize capitalized expenses, such taxpayer is permitted, but is not 
required, to amortize capitalized expenses in accordance with such meth- 
od. 

(B) In the case of a bond to which Section 24360 applies and on which 
there is bond premium exclusive of capitalized expenses — 

(i) If a taxpayer regularly employs a reasonable method of amortiza- 
tion under which capitalized expenses are treated as being part of the 
bond premium for purposes of amortization, such capitalized expenses 
must be treated as being a part of the bond premium for the purposes of 
Section 24360. 

(ii) If a taxpayer is required by regulations to use the method of amorti- 
zation prescribed by subsection (6) of this regulation, it must treat capi- 
talized expenses as being part of the bond premium for purposes of Sec- 
tion 24360. 

(iii) If a taxpayer regularly employs a method of amortization under 
which capitalized expenses are not treated as being part of the bond pre- 
mium for the purposes of amortization, it is permitted, but is not required, 
to treat such capitalized expenses as being part of the bond premium for 
the purposes of Section 24360. 

(5) Income years in which interest not received or accruable. In the 
case of a taxpayer who makes its tax returns on the cash receipts and dis- 
bursements method or one who makes its returns on the accrual method 
and who owns a bond to which Section 24360 applies and in respect of 
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which no inicresl is received or accaied by the taxpayer during the in- 
come year, if the taxpayer — 

(A) Regularly employs a reasonable method of amortization under 
which the bond premium on such bond for such income year is amor- 
tized, or 

(B) Is required by the regulations to use the method of amortization 
prescribed by subsection (6) of the regulation, or 

(C) Regularly employs a reasonable method of amortization under 
which the bond premium on such bond for such income year is not amor- 
tized, such taxpayer is permitted, but not required, to amortize bond pre- 
mium on the bond for such income year in accordance with such method. 

(6) Methods of Amortization. 

(A) Determination of the bond premium and amortizable bond pre- 
mium on any bond to which Section 24360 applied shall be made in ac- 
cordance with: 

(i) The method of amortization regularly employed by the taxpayer, 
if such method is reasonable; or 

(ii) In the other eases, the method of amortization prescribed by this 
regulation. 

A method of amortization, will be deemed "regularly employed" by a 
taxpayer if the method was consistently followed in income years begin- 
ning before January 1 , 1 955, or if for income years beginning on or after 
such date a taxpayer who has never previously taken a deduction for 
amortization initiates in the first income year for which such deduction 
is taken a reasonable method of amortization and consistently follows 
such method thereafter. A taxpayer who regularly employs a method of 
amortization may be one, for example, who is subject to the jurisdiction 
of a State or Federal regulatory agency and who. for the purposes of such 
agency, amortizes the bond premium on its bonds in accordance with a 
method prescribed or approved by such agency. However, it is not neces- 
sary that the taxpayer be subject to the jurisdiction of such an agency or 
that the method be prescribed or approved by such agency. It is sufficient 
if the taxpayer regularly employs a method of amortization and if such 
method is reasonable. 

(B) The bond premium to be amortized shall be determined under the 
following method: 

(i) The amortizable bond premium on such bond attributable to the in- 
come year under subsection ( 1 )(F) of this regulation shall be an amount 
which bears the same ratio to the bond premium on the bond as the num- 
ber of months in the income year during which the bond was held by the 
taxpayer bears to the number of months from the beginning of the income 
year (or, if the bond was acquired in the income year, from the date of 
acquisition) to the date of maturity or earlier call date. For the purposes 
of this subparagraph, a fractional part of a month shall be disregarded un- 
less it amounts to more than half of a month, in which case it shall be con- 
sidered as a month. 

(ii) For purposes of subparagraph (i) of this paragraph, the bond pre- 
mium as of any date on any bond to which Section 24360 applies shall 
be determined in accordance with subsection (1) of this regulation by as- 
certaining the excess of the amount of the basis of the bond, as deter- 
mined under Section 2491 1 (adjusted to date for amortizable bond pre- 
mium under Section 24916), over the amount payable at maturity or, in 
the case of a callable bond, the earlier call date (except as otherwise pro- 
vided in sub.section (1)(B) and (C) of this regulation). 

(C) The application of the provisions of this subsection relating to 
method of amortization may be illustrated by the following example: 

EXAMPLE: 

(i) A corporation, who makes calendar year returns, on June 20 [30], 
1 955, acquires at a cost of $ 1 1 9 a $ 1 00 bond issued January 1 , 1 955, ma- 
turing January 1 , 1965. The amortizable bond premium as of the last day 
of 1955 is computed as follows: 

Bond premium at date of acquisition $19 

Number of months in 1 95.^ during which bond is held by the taxpayer 6 

Number of months from date of acquisition to date of maturity 114 

Amortizable bond premium (6/1 14 x $19) equals 1 



(ii) The bond premium as of the close of 1955 would be computed as 
follows: 
Bond premium at date of acquisition (or first day of 

taxable year) S 1 9 

Amortizable bond premium for period during which bond 

was owned in 1955 1 

Bond premium as of the close of the income year 195.5 IS 

NOTt:: Authority cited: Section 26422. Revenue and Taxation Code. 

HiSlORY 
1 . New section filed 1 2-22-69; effective thirtieth day thereafter ( Register 69. No. 
52). 



*This regulation is based on Section 26 C"FR 1.171-2. 

§ 24360-1 . Election with Respect to Taxable Bonds. 

(a) In General. In the case of a bank or corporation, the election pro- 
vided in Section 24362 may be made with respect to bonds the interest 
of which is not excludable from gross income. Such election shall be 
made by the taxpayer by claiming a deduction for the bond premium in 
its return for the first income year to which it desires the election to be 
applicable. No other method of making such election will be recognized. 
If the election is so made, the taxpayer should attach to its return a state- 
ment showing the computation of deduction. The election shall apply to 
all the bonds in respect of which it was made owned by the taxpayer at 
the beginning of the first income year to which the election applies and 
also to all the bonds of such class (or classes) thereafter acquired by it, 
and shall be binding for all subsequent income years. Upon application 
by the taxpayer, the Franchise Tax Board may permit it to revoke the 
election, subject to such conditions as the Franchise Tax Board deems 
necessary. 

(b) Special Rule for Transition Period. For income years beginning af- 
ter December 3 1 , 1954, and ending after June 6, 1955, the election to de- 
duct amortizable bond premium applies to premiums on both the follow- 
ing type bonds: 

( 1 ) Those with interest coupons or in registered form, and 

(2) Those without interest coupons and not in registered form, includ- 
ing those commonly referred to as "corporate mortgages." 

(c) Definition. The term "bond" as used in Section 24360, means any 
bond, debenture, note, or certificate or other evidence of indebtedness, 
issued by any bank or corporation and bearing interest (including any like 
obligation issued by a government or political subdivision thereoO, but 
the term does not include any such obligation which constitutes stock in 
trade of the taxpayer or any such obligation of a kind which would prop- 
erly be included in the inventory of the taxpayer if on hand at the close 
of the income year, or any such obligation held by the taxpayer primarily 
for sale to customers in the ordinary course of its trade or business. This 
definition of a bond is applicable to bonds, whether or not with coupons 
or in registered form, held or acquired in income years beginning after 
December 31, 1954. and ending after June 6, 1955. 

(d) For income years beginning before January 1, 1955, or income 
years beginning after December 31, 1954, but ending on or before June 
6, 1955, the term "bond," as defined in subsecfion (c) of this regulation, 
applies only to a bond, debenture, note, or certificate or other evidence 
of indebtedness with interest coupons or in registered form. 

NOTE: Authority cited: Section 26422. Revenue and Taxation Code. Reference: 
Section 24360, Revenue and Taxation Code. 

History 

1 . New section filed 12-22-69; effective thirtieth day thereafter (Register 69. No. 
52). 

2. Renumbering and amendment of Section 24360-24.363(c) and Section 
24360-24363(d) to Section 24360-1 filed 9-3-82; effective thirtieth day there- 
after (Register 82, No. 37). 

§ 24360-24363(d). Definition. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. 

History 
1 . New section filed 12-22-69; effective thirtieth day thereafter (Register 69, No. 
52). 
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2. Renumbering and amendment of Section 24360-24363(d) to subsections (c) 
and (d) of Section 24360-1 filed 9-3-82; effective thirtieth day thereafter (Reg- 
ister 82, No. 37). 



§ 24364/ Circulation Expenditures. 

(a) Allowance of Deduction. Section 2464 provides for the deduction 
from gross income of all expenditures to establish, maintain, or increase 
the circulation of a newspaper, magazine, or other periodical, subject to 
the following limitations: 

( 1 ) No deduction shall be allowed for expenditures for the purchase of 
land or depreciable property or for the acquisition of circulation through 
the purchase of any part of the business of another publisher of a newspa- 
per, magazine, or other periodical; 

(2) The deduction shall be allowed only to the publisher making the 
circulation expenditures; and 

(3) The deduction shall be allowed only for the income year in which 
such expenditures are paid or incurred. Subject to the provisions of para- 
graph (c) of this regulation, the deduction permitted under Section 24364 
and this paragraph shall be allowed without regard to the method of ac- 
counting used by the taxpayer and notwithstanding the provisions of Sec- 
tion 24422 and the regulations thereunder, relating to capital expendi- 
tures. 

(b) Deferred Expenditures. Notwithstanding the provisions of para- 
graph (a)(3) of this regulation, expenditures paid or incurred in a year 
subject to the Bank and Corporation Tax Law of 1954 which are defer- 
rable pursuant to I.T. 3369, as modified by Rev. Rul. 57-87, which will 
be followed by the Franchise Tax Board, may be deducted in the income 
year subject to the law, as amended in 1955 to which so deferred. 

(c) Election to Capitalize. 

( 1 ) A taxpayer entitled to the deduction for circulation expenditures 
provided in Section 24364 and paragraph (a) of this regulation may, in 
lieu of taking such deduction, elect to capitalize the portion of such circu- 
lation expenditures which is properly chargeable to capital account. As 
a general rule, expenditures normally made from year to year in an effort 
to maintain circulation are not properly chargeable to capital account; 
conversely, expenditures made in an effort to establish or to increase cir- 
culation are properly chargeable to capital account. For example, if a 
newspaper normally employs five persons to obtain renewals of sub- 
scriptions by telephone, the expenditures in connection therewith would 
not be properly chargeable to capital account. However, if such newspa- 
per, in a special effort to increase its circulation, hires for a limited period 
20 additional employees to obtain new subscriptions by means of tele- 
phone calls to the general public, the expenditures in connection there- 
with would be properly chargeable to capital account. If an election is 
made by a taxpayer to treat any portion of its circulation expenditures as 
chargeable to capital account, the election must apply to all such expendi- 
tures which are properly so chargeable. In such case, no deduction shall 
be allowed under Section 24364 for any such expenditures. In particular 
cases, the extent to which any deductions attributable to the amortization 
of capital expenditures are allowed may be determined under Sections 
24343, 24422, 24423, and 24681. 

(2) A taxpayer may make the election referred to in subparagraph ( 1 ) 
of this paragraph by attaching a statement to its return for the first income 
year to which the election is applicable. Once an election is made, the tax- 
payer must continue in subsequent income years to charge to capital ac- 
count all circulation expenditures properly so chargeable, unless the 
Franchise Tax Board, on application made to it in writing by the taxpayer, 
permits a revocation of such election for any subsequent income year or 
years. Permission to revoke such election may be granted subject to such 
conditions as the Franchise Tax Board deems necessary. 

(3) Elections filed under Section 24121q of the Bank and Corporation 
Tax Law of 1 954 shall be given the same effect as if they were filed under 
Section 24364. 

History 

1 . New Reg. 24364 filed 12-14-64; effective thirtieth day thereafter (Register 64, 

No. 25). 



"This regulation is substantially the same as Section 26 CFR 1.173-1. 

§ 24365-24368(3).* Research and Experimental 
Expenditures; In General. 

Sections 24365 to 24368, inclusive, provide two methods for treating 
research or experimental expenditures paid or incurred by the taxpayer 
in connection with its trade or business. These expenditures may be 
treated as expenses not chargeable to capital account and deducted in the 
year in which they are paid or incurred (see Reg. 24365-24368(0), or 
they may be deferred and amortized (see Reg. 24365-24368fd)). Re- 
search or experimental expenditures which are neither treated as ex- 
penses nor deferred and amortized under Sections 24365 to 24368, inclu- 
sive, must be charged to capital account. The expenditures to which 
Sections 24365 to 24368. inclusive, apply may relate either to a general 
research program or to a particular project. See Reg. 24365-24368(b) for 
the definition of research and experimental expenditures. The term "paid 
or incurred." as used in Sections 24365 to 24368, inclusive, and in Regs. 
24365-24368(a) to 24365-24368(d), inclusive, is to be construed ac- 
cording to the method of accounting used by the taxpayer in computing 
net income. See Section 23033. 

History 
I . New Section filed 1-6-69; effective thirtieth day thereafter (Register 69, No. 2). 



*This regulation is substantially the same as Section 26 CFR 1.174-1. 

§ 24365-24368(b).** Definition of Research and 
Experimental Expenditures. 

(1) In General. 

(A) The term "research or experimental expenditures,'" as used in Sec- 
tions 24365 to 24368, inclusive, means expenditures incurred in connec- 
tion with the taxpayer's trade or business which represent research and 
development costs in the experimental or laboratory sense. The term in- 
cludes generally all such costs incident to the development of an exper- 
imental or pilot model, a plant process, a product, a formula, an invention, 
or similar property, and the improvement of already existing property of 
the type mentioned. The term does not include expenditures such as those 
for the ordinary testing or inspection of materials or products for quality 
control or those for efficiency surveys, management studies, consumer 
surveys, advertising, or promotions. However, the term includes the 
costs of obtaining a patent, such as attorneys' fees expended in making 
and perfecting a patent application. On the other hand, the term does not 
include the costs of acquiring another's patent, model, production or pro- 
cess, nor does it include expenditures paid or incurred for research in con- 
nection with literary, historical, or similar projects. 

(B) The provisions of this regulation apply not only to costs paid or in- 
curred by the taxpayer for research or experimentation undertaken direct- 
ly by it but also to expenditures paid or incurred for research or exper- 
imentation carried on in its behalf by another person or organization 
(such as a research institute, foundation, engineering company, or similar 
contract). However, any expenditures for research or experimentation 
carried on in the taxpayer's behalf by another person are not expenditures 
to which Sections 24365 to 24368, inclusive, relate, to the extent that they 
represent expenditures for the acquisition or improvement of land or de- 
preciable property, used in connection with the research or experimenta- 
tion, to which the taxpayer acquires rights of ownership. 

(C) The application of paragraph (B) of this subsection may be illus- 
trated by the following examples: 

EXAMPLE (1). 

A Corporation engages B, to undertake research and experimental 
work in order to create a particular product. B will be paid annually a 
fixed sum plus an amount equivalent to his actual expenditures. In 1961, 
A pays to B in respect of the project the sum of $150,000 of which 
$25,000 represents an addition to B's laboratory and the balance repre- 
sents charges for research and experimentation on the project. It is agreed 
between the parties that A will absorb the entire cost of this addition to 
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B's laboratory which will be retained by B. A may treat the entire 
$ I ?0.()()() as expenditures under Sections 24365 to 24368, inclusive. 

EXAMPLE (2). 

X Corporation, a manufacturer of explosives, contracts with the Y re- 
search organization to attempt through research and experimentation the 
creation of a new process for making certain explosives. Because of the 
danger involved in such an undertaking, Y is compelled to acquire an iso- 
lated tract of land on which to conduct the research and experimentation, 
li is agreed that upon completion of the project Y will transfer this tract, 
including any improvements thereon, to X. Sections 24365 to 24368, in- 
clusive, do not apply to the amount paid to Y representing the costs of the 
tract of land and improvements. 

(2) Certain Expenditures With Respect to Land and Other Property. 

(A) Expenditures by the taxpayer for the acquisition or improvement 
of land, or for the acquisition or improvement of property which is sub- 
ject to an allowance for depreciation under Sections 24349 to 24354, in- 
clusive, or depletion under Section 2483 1 to 24835, inclusive, are not de- 
ductible under Sections 24365 to 24368, inclusive, irrespective of the 
fact that the property or improvements may be used by the taxpayer in 
connection with research or experimentation. However, allowances for 
depreciation or depletion of property are considered as research or exper- 
imental expenditures, for purposes of Sections 24365 to 24368, inclu- 
sive, to the extent that the property to which the allowances relate is used 
in connection with research or experimentation. If any part of the cost of 
acquisition or improvement of depreciable property is attributable to re- 
search or experimentation (whether made by the taxpayer or another), see 
paragraphs (B), (C), and (D) of this subsection. 

(B) Expenditures for research or experimentation which result, as an 
end product of the research or experimentation, in depreciable property 
to be used in the taxpayer's trade or business may, subject to the limita- 
tions of paragraph (D) of this subsection, be allowable as a current ex- 
pense deduction under Section 24365. Such expenditures cannot be 
amortized under Section 24366 except to the extent provided in subsec- 
tion (1) (D) of Reg. 24365-24368(d). 

(C) If expenditures for research or experimentation are incurred in 
connection with the construction or manufacture of depreciable property 
by another, they are deductible under Section 24365 only if made upon 
the taxpayer's order and at its risk. No deduction will be allowed (i) if the 
taxpayer purchases another product under a performance guarantee 
(whether express, implied, or imposed by local law) unless the guarantee 
is limited, to engineering specifications or otherwise, in such a way that 
economic utility is not taken into account; or (ii) for any part of the pur- 
chase price of a product in regular production. For example, if a taxpayer 
orders a specially-built automatic milling machine under a guarantee 
that the machine will be capable of producing a given number of units per 
hour, no portion of the expenditure is deductible since none of it is made 
at the taxpayer's risk. Similarly, no deductible expense is incurred if a 
taxpayer enters into a contract for the construction of a new type of chem- 
ical processing plant under a turnkey contract guaranteeing a gi ven annu- 
al production and a given consumption of raw material and fuel per unit. 
On the other hand, if the contract contained no guarantee of quality of 
production and of quantity of units in relation to consumption of raw ma- 
terial and fuel, and if real doubt existed as to the capabilities of the pro- 
cess, expenses for research or experimentation under the contract are at 
the taxpayer' s risk and are deductible under Section 24365. However, see 
paragraph (D) of this subsection. 

(D) The deductions referred to in paragraphs (B) and (C) of this sub- 
section for expenditures in connecdon with the acquisition or production 
of depreciable property to be used in the taxpayer's trade or business are 
limited to amounts expended for research or experimentation. For the 
purpose of the preceding sentence, amounts expended for research or ex- 
perimentation do not include the costs of the component materials of the 
depreciable property, the costs of labor or other elements involved in its 
construction and installation, or costs attributable to the acquisition or 
improvement of the property. For example, a taxpayer undertakes to de- 



velop a new machine for use in its business. It expends $30,000 on the 
project of which $10,000 represents the actual costs of material, labor, 
etc., to construct the machine, and $20,000 represents research costs 
which are not attributable to the machine itself. Under Section 24365 the 
taxpayer would be permitted to deduct the $20,000 as expenses not 
chargeable to capital account, but the $ 1 0,000 must be charged to the as- 
set account (the machine). 

(3) Exploration Expenditures. The provisions of Sections 24365 to 
24368, inclusive, are not applicable to any expenditures paid or incurred 
for the purpose of ascertaining the existence, location, extent, or quality 
of any deposit of ore, oil, gas or other mineral. See Sections 24422 and 
24837. 

History 

L New section filed 1-6-69; effective Ihirtieth day thereafter (Register 69, No. 2). 



**This regulation is substantially the same as Section 26 CFR 1.174-2. 

§ 24365-24368(c).* Treatment As Expenses. 

(1) In General. Research or experimental expenditures paid or in- 
curred by a taxpayer during the income year in connection with its trade 
or business are deductible as expenses, and are not chargeable to capital 
account, if the taxpayer adopts the method provided in Section 24365. 
See subsection (2) of this regulation. If adopted, the method shall apply 
to all research and experimental expenditures paid or incurred in the in- 
come year of adoption and all subsequent income years, unless a different 
method is authorized by the Franchise Tax Board under Section 24365(c) 
with respect to part or all of the expenditures. See subsection (2) (C) of 
this regulation. Thus, if a change to the deferred expense method under 
Section 24366 is authorized by the Franchise Tax Board with respect to 
research or experimental expenditures attributable to a particular project 
or projects, the taxpayer, for the income year of the change and for subse- 
quent income years, must apply the deferred expense method to all such 
expenditures paid or incurred during any of those income years in con- 
nection with the particular project or projects, even though all other re- 
search and experimental expenditures are required to be deducted as cur- 
rent expenses under this regulation. In no event will the taxpayer be 
permitted to adopt the method described in this regulation as to part of 
the expenditures relative to a particular project and adopt for the same in- 
come year a different method of treating the balance of the expenditures 
relating to the same project. 

(2) Adoption and Change of Method. 

(A) Adoption Without Consent. The method described in this regula- 
don may be adopted for any income year beginning after December 3 1 , 
1960, and ending after June 23, 1961. The consent of the Franchise Tax 
Board is not required if the taxpayer adopts the method for the first such 
income year in which it pays or incurs research or experimental expendi- 
tures. The taxpayer may do so by claiming in its tax return for such year 
a deduction for its research or experimental expenditures. If the taxpayer 
fails to adopt the method for the first income year in which it incurs such 
expenditures, it cannot do so in subsequent income years unless it obtains 
the consent of the Franchise Tax Board under Section 24365(b)(2) and 
paragraph (B) of this subsection. See, however, paragraph (D) of this 
subsecdon, relating to extensions of ume. 

(B) Adoption With Consent. A taxpayer may, with the consent of the 
Franchise Tax Board, adopt at any time the method provided in Section 
24365. The method adopted in this manner shall be applicable only to ex- 
penditures paid or incurred during the income year for which the request 
is made and in subsequent income years. A request to adopt this method 
shall be in writing and shall be addressed to the Franchise Tax Board, 
P.O. Box 1468, Sacramento, CA 95812-1468. The request shall set forth 
the name and address of the taxpayer, the first income year for which the 
adoption of the method is requested, and a description of the project or 
projects with respect to which research or experimental expenditures are 
to be, or have already been, paid or incurred. The request shall be signed 
by a principal officer of the corporation or its duly authorized representa- 
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tive and shall be filed not later than the last day of the first income year 
for which the adoption of the method is requested. Sec, however, para- 
graph (D) of this subsection, relating to extensions of time. 

(C) Change of Method. An application for permission to change to a 
different method of treating research or experimental expenditures shall 
be in writing and shall be addressed to the Franchise Tax Board, P.O. Box 
1468. Sacramento, CA 95812-1468. The application shall include the 
name and address of the taxpayer, shall be signed by a principal officer 
of the corporation or its duly authorized representative, and shall be filed 
not later than the last day of the first income year for which the change 
in method is to apply. See. however, paragraph (D) of this subsection, re- 
lating to extensions of time. The application shall — 

(i ) State the first year to which the requested change is to be applicable; 

(ii) State whether the change is to apply to all research or experimental 
expenditures paid or incurred by the taxpayer, or only to expenditures at- 
tributable to a particular project or projects; 

(iii) Include such information as will identify the project or projects to 
which the change is applicable; 

(iv) Indicate the numberof months (not less than 60) selected for amor- 
tization of the expenditures, if any. which are to be treated as deferred ex- 
penses under Section 24366; 

( v) State that, upon approval of the application, the taxpayer will make 
an accounting segregation on its books and records of the research or ex- 
perimental expenditures to which the change in method is to apply; and 

(vi) State the reasons for the change. If permission is granted to make 
the change, the taxpayer shall attach a copy of the letter granting permis- 
sion to its income tax return for the first income year in which the differ- 
ent method is effective. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Sections 24365-24368, Revenue and Taxation Code. 

History 

1 . New section filed 1-6-69; effective thirtieth day thereafter (Register 69, No. 2). 

2. Change without regulatory effect pursuant to Section 100. Title I, California 
Code of Regulations filed 12-8-89 (Register 90, No. 3). 



'■This regulation is substantially the same as Section 26 CFR 1 .174-3. 

§ 24365-24368(d).* Treatment As Deferred Expenses. 

(1) In General. 

(A) If a taxpayer has not adopted the method provided in Secfion 
24365 of treaung research or experimental expenditures paid or incurred 
by it in connecuon with its trade or business as currently deducUble ex- 
penses, it may. for any income year beginning after December 31 . 1960. 
elect to treat such expenditures as deferred expenses under Secfion 
24366. subject to the limitations of paragraph (B) of this subsection. If 
a taxpayer has adopted the method of treating such expenditures as ex- 
penses under Secfion 24365, it may not elect to defer and amorfize any 
such expenditures unless permission to do so is granted under Section 
24365(c). See subsection (2) of this regulafion. 

(B) The election to treat research or experimental expenditures as def- 
erred expenses under Secfion 24366 applies only to those expenditures 
which are chargeable to capital account but which are not chargeable to 
property of a character subject to an allowance for depreciation or deple- 
fion under Secfions 24349 to 24354, inclusive, or Secfions 24831 to 
24835. inclusive, respectively. Thus, the elecfion under Secfion 24366 
applies only if the property resulting from the research or experimental 
expenditures has no determinable useful life. If the property resulfing 
from the expenditures has a determinable useful life. Section 24366 is not 
applicable, and the capitalized expenditures must be amortized or depre- 
ciated over the determinable useful life. Amounts treated as deferred ex- 
penses are properly chargeable to capital account for purposes of Section 
24916(a), relafing to adjustments to basis of property. See Secfion 
24916(g). See Secfion 24367 and subsecfion (2)(A) of Reg. 24365- 
24368(b) for treatment of expenditures for the acquisifion or improve- 
ment of land or of depreciable or depletable property to be used in con- 
necfion with the research or experimentation. 



(C) Expenditures which are treated as deferred expenses under Section 
24366 are allowable as a deduction ratably over a period of not less than 
60 consecutive months beginning with the month in which the taxpayer 
first realizes benefits from the expenditures. The length of the period 
shall be selected by the taxpayer at the time it makes the election to defer 
the expenditures. If a taxpayer has two or more separate projects, it may 
select a different amorfization period for each project. In the absence of 
a showing to the contrary, the taxpayer will be deemed to have begun to 
realize benefits from the deferred expenditures in the month in which the 
taxpayer first puts the process, formula, invention, or similar property to 
which the expenditures relate to an income-producing use. See Section 
24916(g) for adjustments to basis of property for amounts allowed as de- 
ductions under Section 24366 and this regulation. See Section 24347 and 
the regulations thereunder for rules relating to the treatment of losses re- 
sulting from abandonment. 

(D) If expenditures which the taxpayer has elected to defer and deduct 
ratably over a period of fime in accordance with Secfion 24366 result in 
the development of depreciable property, deducfions for the unrecovered 
expenditures, beginning with the time the asset becomes depreciable in 
character, shall be determined under Secfions 24349 to 24354. inclusive 
(relating to depreciation) and the regulations thereunder. For example, 
for the income year 1961. A Corporation, who reports its income on the 
basis of a calendar year, elects to defer and deduct ratably over a period 
of 60 months research and experimental expenditures made in connec- 
fion with a particular project. In 1963. the total of the deferred expendi- 
tures amounts to $60,000. At that fime, A has developed a process which 
it seeks to patent. On July 1 . 1 963, A first realized benefits from the mar- 
kefing of products resulting from this process. Therefore, the expendi- 
tures deferred are deductible ratably over the 60-month period beginning 
with July 1, 1963 (when A first realized benefits from the project). In its 
return for the year 1963, A deducted $6,000; in 1964. A deducted 
$12,000 (Sl.OOOper month). On July 1, 1965.apatentprotecfing its pro- 
cess is obtained by A. In its return for 1965. A is enfitled to a deducfion 
of $6,000, representing the amortizable portion of the deferred expenses 
attributable to the period prior to July 1, 1965. The balance of the unre- 
covered expenditures ($60,000 minus $24,000, or $36,000) is to be re- 
covered as a depreciation deducfion over the life of the patent commenc- 
ing with July 1, 1965. Thus, one-half of the annual depreciation 
deduction based upon the useful life of the patent is also deductible for 
1965 (from July 1 to December 31.) 

(E) The election shall be applicable to all research and experimental 
expenditures paid or incurred by the taxpayer or. if so limited by the tax- 
payer's elecfion. to all such expenditures with respect to the particular 
project, subject to the limitations of paragraph (B) of this subsection. The 
election shall apply for the income year for which the elecfion is made 
and for all subsequent income years, unless a change to a different treat- 
ment is authorized by the Franchise Tax Board under Section 24366(b). 
See subsection (2)(B)of this regulation. Likewise, the taxpayer shall ad- 
here to the amorfization period selected at the fime of the election unless 
a different period of amortization with respect to a part or all of the expen- 
ditures is similarly authorized. However, no change in method will be 
permitted with respect to expenditures paid or incurred before the income 
year to which the change is to apply. In no event will the taxpayer be per- 
mitted to treat part of the expenditures with respect to a particular project 
as deferred expenses under Section 24366 and to adopt a different meth- 
od of treating the balance of the expenditures relating to the same project 
for the same income year. The election under this regulafion shall not ap- 
ply to any expenditures paid or incurred before the income year for which 
the taxpayer makes the elecfion. 

(2) Election and Change of Method. 

(A) Election. The election under Secfion 24366 shall be made not later 
than the fime (including extensions) prescribed by law for filing the re- 
turn for the income year for which the method is to be adopted. The elec- 
tion shall be made by attaching a statement to the taxpayer's return for 
the first income year to which the elecfion is applicable. The statement 



Page 430 



(4-1-90) 



Title 18 



Franchise Tax Board — Bank and Corporation Tax (After 12-31-54) 



§ 24368.1 



• 



shall be signed hy a principal officer of the corporation or its duly autho- 
rized representative, and shall — 

(i) Set forth the name and address of the taxpayer; 

(ii) Designate the first income year to which the election is to apply; 

(iii) State whether the election is intended to apply to all expenditures 
within the permissible scope of the election, or only to a particular project 
or projects, and, if the latter, include such information as will identify the 
project or projects as to which the election is to apply; 

(iv) Set forth the amount of all research or experimental expenditures 
paid or incurred during the income year for which the election is made; 

(v) Indicate the number of months (not less than 60) selected for amor- 
tization of the deferred expenses for each project; and 

(vi) State that the taxpayer will make an accounting segregation in its 
books and records of the expenditures to which the election relates. 

(B) Change to a Different Method or Period. Application for permis- 
sion to change to a different method of treating research or experimental 
expenditures or to a different period of amortization for deferred ex- 
penses shall be in writing and shall be addressed to the Franchise Tax 
Board, P.O. Box 1468, Sacramento, CA 95812-1468. The application 
shall include the name and address of the taxpayer, shall be signed by a 
principal officer of the corporation or its duly authorized representative, 
and shall be filed not later than the end of the first income year in which 
the different method or different amortization period is to be used. The 
application shall set forth the following information with regard to the re- 
search or experimental expenditures which are being treated under Sec- 
tion 24366 as deferred expenses: 

(i) Total amount of research or experimental expenditures attributable 
to each project; 

(ii) Amortization period applicable to each project; and 

(iii) Unamortized expenditures attributable to each project at the be- 
ginning of the income year in which the apphcation is filed. 

In addition, the application shall set forth the length of the new period 
or periods proposed, or the new method of treatment proposed, the rea- 
sons for the proposed change, and such information as will identify the 
project or projects to which the expenditures affected by the change re- 
late. If permission is granted to make the change, the taxpayer shall attach 
a copy of the letter granting the permission to its tax return for the first 
income year in which the different method or period is to be effective. 

(3) Example. The application of this regulation is illustrated by the fol- 
lowing example: 

EXAMPLE. 

N Corporation is engaged in the business of manufacturing chemical 
products. On January 1, 1961, work is begun on a special research proj- 
ect. N Corporation elects, pursuant to Section 24366, to defer the expen- 
ditures relating to the special project and to amortize the expenditures 
over a period of 72 months beginning with the month in which benefits 
from the expenditures are first realized. On January 1 , 196 1 , N Corpora- 
tion also purchased for $57,600 a building having a remaining useful life 
of 1 2 years as of the date of purchase and no salvage value at the end of 
the period. Fifty percent of the building's facilities are to be used in con- 
nection with the special research project. During 1961, N Corporation 
pays or incurs the following expenditures relating to the special research 
project: 

Salaries $15,000 

Heat, light and power 700 

Drawings 2,000 

Models 6,500 

Laboratory materials 8,000 

Attorney's fees 1,400 

Depreciation on building attributable to project (50 percent of $4,800 

allowable depreciation) 2.400 

Total research and development expenditures $36,000 

The above expenditures result in a process which is marketable but not 
patentable and which has no determinable useful life. N Corporation first 
realizes benefits from the process in January 1962. N Corporation is en- 
titled to deduct the amount of 



6,000 



(• 



$36,000 X 1 2 months 
72 months 



) 



as deferred expenses under Section 



24366 in computing net income for 1962. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Sections 24365-24368, Revenue and Taxation Code. 

History 

1 . New section filed 1-6-69; effective thirtieth day thereafter (Register 69, No. 2). 

2. Change without regulatory effect pursuant to Section 100, Title 1, California 
Code of Regulations filed 12-8-89 (Register 90, No. 3). 



'•This regulation is substantially the same as Section 26 ChTl 1.174^. 

§ 24368.1 .* Election to Amortize Trademark and Trade 
Name Expenditures. 

(a) In General. 

(1) Section 24368.1 provides that a taxpayer may elect to treat any 
trademark or trade name expenditure (defined in Section 24368. 1 (b) and 
subsection (b) of this regulation) paid or incurred during an income year 
beginning after December 31,1 960, as a deferred expense. Any expendi- 
ture so treated shall be allowed as a deduction ratably over the number 
of continuous months (not less than 60) selected by the taxpayer, begin- 
ning with the first month of the income year in which the expenditure is 
paid or incurred. The term "paid or incurred," as used in Section 24368. 1 
and this regulation, is to be construed according to the method of ac- 
counting used by the taxpayer in computing net income. See Section 
23033. An election under Section 24368. 1 is irrevocable insofar as it ap- 
plies to a particular trademark or trade name expenditure, but separate 
elections may be made with respect to other trademark or trade name ex- 
penditures. See paragraph (3) of this subsection. See also subsection (c) 
of this regulation for time and manner of making election. 

(2) The number of continuous months selected by the taxpayer may be 
equal to or greater, but not less, than 60, but in any event the deduction 
must begin with the first month of the income year in which the expendi- 
ture is paid or incurred. The number of months selected by the taxpayer 
at the time it makes the election may not be subsequently changed but 
shall be adhered to in computing net income for the income year for 
which the election is made and all subsequent income years. 

(3) Section 24368. 1 permits an election by the taxpayer for each sepa- 
rate trademark or trade name expenditure. Thus, a taxpayer who has sev- 
eral trademark or trade name expenditures in an income year may elect 
under Section 24368. 1 with respect to some of such expenditures and not 
elect with respect to the other expenditures. Also, a taxpayer may choose 
different amortization periods for different trademark or trade name ex- 
penditures with respect to which it has made the election under Section 
24368.1. 

(4) All trademark and trade name expenditures are properly charge- 
able to capital account for purposes of Section 24916(a), relating to ad- 
justments to basis of property, whether or not they are to be amortized 
under Section 24368. 1 . However, the trademark and trade name expendi- 
tures with respect to which the taxpayer has made an election under Sec- 
tion 24368.1 must be kept in a separate account in the taxpayer's books 
and records. See subsection (c) of this regulation. See also Section 
24916(h) and Reg. 24916(d) for adjustments to basis of property for 
amounts allowed as deductions under Section 24368.1 and this regula- 
tion. 

(b) Trademark and Trade Name Expenditures Defined. 

( 1 ) The term "trademark and trade name expenditures," as used in Sec- 
tion 24368. 1 and this regulation means any expenditure which — 

(A) Is directly connected with the acquisition, protection, expansion, 
registration (federal, state, or foreign), or defense of a trademark or trade 
name; 

(B) Is chargeable to capital account; and 

(C) Is not part of the consideration or purchase price paid for a trade- 
mark, trade name, or a business (including goodwill) already in exis- 
tence. An expenditure which fails to meet one or more of these tests is not 
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a trademark or trade name expenditure for purpose of Section 24368. 1 
and this regulation. Amounts paid in connection with the acquisition of 
an existing trademark or trade name may not be amortized under Section 
24368. 1 even though such amounts may be paid to protect or expand a 
previously owned trademark or trade name through purchase of a com- 
petitive trademark. Similarly, the provisions of Section 24368. 1 and this 
regulation are not applicable to expenditures paid or incurred for an 
agreement to discontinue the use of a trademark or trade name (if the ef- 
fect of the agreement is the purchase of a trademark or trade name) nor 
to expenditures paid or incurred in acquiring franchises or rights to the 
u.se of a trademark or trade name. Generally, Section 24368.1 will apply 
to expenditures such as legal fees and other costs in connection with the 
acquisition of a certificate of registration of a trademark from the United 
States or other government, artists' fees and similar expenses connected 
with the design of a distinctive mark for a product or service, litigation 
expenses connected with infringement proceedings, and costs in connec- 
tion with the preparation and filing of an application for renewal of regis- 
tration and continued use of a trademark. 

(2) Expenditures for a trademark or trade name which has a determin- 
able useful life and which would otherwise be depreciable under Sections 
24349 to 24354, inclusive, must be deferred and amortized under Section 
24368. 1 if an election under Section 24368. 1 is made with respect to such 
expenditures. 

(3) The following examples illustrate the application of Section 
24368.1: 

EXAMPLE (1). 

X Corporation engages an artist to design a distinctive trademark for 
its product. At the same time it retains an attorney to prepare the papers 
necessary for registration of this trademark with the Federal Govern- 
ment. The fees of both the artist and the attorney may be amortized under 
Section 24368.1 over a period of not less than 60 continuous months. 

EXAMPLE (2). 

Y Corporation wishes to expand the market served by its product. It 
acquires a competing firm in a neighboring state. The contract of sale pro- 
vides for a purchase price of $250,000 of which $225,000 shall constitute 
payment for physical assets and $25,000 for the trademark and goodwill. 
No part of the purchase price may be amortized under Section 24368.1. 

EXAMPLE (3). 

M Corporation brings suit against N Corporation for infringement of 
M"s trademark. The costs of this litigation may be amortized under Sec- 
tion 24368.1. 

(c) Time and Manner of Making Election. 

( 1 ) A taxpayer who elects to defer and amortize any trademark or trade 
name expenditure paid or incurred during an income year beginning after 
December 31, 1960, shall, within the time prescribed by law (including 
extensions thereoO for filing its tax return for that year, attach to its tax 
return a statement signifying its election under Section 24368.1 and set- 
ting forth the following: 

(A) Name and address of the taxpayer, and the income year involved; 

(B) An identification of the character and amount of each expenditure 
to which the election applies and the number of continuous months (not 
less than 60) during which the expenditures are to be ratably deducted; 
and 

(C) A declaration by the taxpayer that it will make an accounting seg- 
regation on its books and records of the trademark and trade name expen- 
ditures for which the election has been made, sufficient to permit an iden- 
tification of the character and amount of each such expenditure and the 
amortization period selected for each expenditure. 

(2) The provisions of paragraph ( 1 ) of this subsection shall apply to tax 
returns and statements required to be filed after December 31, 1960. 

History 
1 . New section filed 1 -6-69; effective thirtieth day thereafter (Register 69, No. 2). 



§ 24369(a)/ Soil and Water Conservation Expenditures. 

In General. Under Section 24369, a taxpayer engaged in farming may 
deduct its soil or water conservation expenditures which do not give rise 
to a deduction for depreciation and which are not otherwise deductible. 

Section 24369 permits a deduction of soil and water conservation ex- 
penditures without limitation as to amount. This differs from Federal law, 
which limits such expenses to 25 percent of the taxpayer's gross income 
from farming. Also, since such expenses are fully deductible, there can 
be no excess carried over and deducted in sticceeding income years. If a 
taxpayer does not adopt this method, such expenditures increase the basis 
of the properly to which they relate. 

History 
1 . New Ree. 24369(a) filed 12-14-64; effective thirtieth day thereafter (Register 

64, No. 2.5). 



'This regulation is substantially the same as Section 26 CFR 1.177-1. 



'■'Hxcept for the deletion of the percentage limitations this regulation is suKstan- 
tially the same as Section 26 CFR 1.175-1. 

§ 24369(b). Definition of Soil and Water Conservation 
Expenditures. 

NOTK: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New Reg. 24369(b) filed 12-14-64: effective thirtieth day thereafter (RcLMSter 
64, No. 25). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 24369(c). Definition of "The Business of Farming." 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New Reg. 24369(c) filed 12-14-64; effective thirtieth day thereafter (Register 
64, No. 25). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No 37). 

§ 24369(d). Definition of "Land Used in Farming." 

NOTK: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New Reg. 24369(d) filed 12-14-64; effective thirtieth day thereafter (Recister 
64, No. 25). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 24369(e). Adoption or Change in Method. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New Reg. 24369(e) filed 12-14-64; effective thirtieth day thereafter (Register 
64, No. 25). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24377(a).* Expenditures by Farmers for Fertilizer, Etc. 

(1) In General. A taxpayer engaged in the business of farming may 
elect, for any income year beginning after December 31, 1960, to treat 
as deductible expenses those expenditures otherwise chargeable to capi- 
tal account which are paid or incurred by it during the income year for 
the purchase or acquisition of fertilizer, lime, ground limestone, marl, or 
other materials to enrich, neutralize, or condition land used in farming, 
and those expenditures otherwise chargeable to capital account paid or 
incurred for the application of such items and materials to such land. No 
election is required to be made for those expenditures which are not capi- 
tal in nature. Section 24377, Reg. 24377(b), and this regulation are not 
applicable to those expenses which are deductible under Section 24343 
and the regulations thereunder or which are subject to the method de- 
scribed in Section 24369. 

(2) Land Used in Farming. For purposes of Section 24377(a) and of 
subsection ( 1 ) of this regulation, the term "land used in farming" means 
land used (before or simultaneously with the expenditures described in 
such section and such subsection) by the taxpayer or its tenant for the pro- 
duction of crops, fruits, or other agricultural products or for the suste- 
nance of livestock. See Section 24377(b). Expenditures for the initial 
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preparation of land never previously used for farming purposes by the 
taxpayer or its tenant (although chargeable to capital account) are not 
subject to the election. The principles stated in Regs. 24369(c) and 
24.^69(d) are equally applicable under this regulation in determining 
whether the taxpayer is engaged in the business of farming and whether 
the land is used in farming. 

History 
1 . New section filed 1-6-69: effective thirtieth day thereafter (Register 69, No. 2). 



'■This regulation is substantially the same as Section 26 CFR 1.180-2. 

§ 24377(b).* Time and Manner of Making Election and 
Revocation. 

( 1 ) Election. The claiming of a deduction on the taxpayer's return for 
an amount to which Section 24377 applies for amounts (otherwise 
chargeable to capital account) expended for fertilizer, lime, etc., shall 
constitute an election under Section 24377 and subsection (1) of Reg. 
24377(a). Such election shall be effective only for the income year for 
which the deduction is claimed. 

(2) Revocation. Once the election is made for any income year such 
election may not be revoked without the consent of the Franchise Tax 
Board. Such requests for consent shall be in writing and signed by the tax- 
payer or its authorized representative and shall set forth — 

(A) The name and address of the taxpayer; 

(B) The income year to which the revocation of the election is to apply; 

(C) The amount of expenditures paid or incurred during the income 
year or portions thereof (where applicable), previously taken as a deduc- 
tion on the retum in respect of which the revocation of the election is to 
be applicable; and 

(D) The reasons for the request to revoke the election. 

History 
I . New section filed 1 -6-69; effective thirtieth day thereafter (Register 69, No. 2). 

'^This regulation is substantially the same as Section 26 CFR 1.180-2. 



Article 2. Special Deductions 



§ 24401 . Allowance of Special Deductions. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24402. Dividends, Extent Deductible. 

Taxpayers are permitted a deduction, under Section 24402. for divi- 
dends received which were declared from income included in the mea- 
sure of the tax of the declaring corporation under this part. 

EXAMPLE (1). 

The A Corporation receives dividends from B Corporation, whose en- 
tire income is also subject to tax under this part and has no other earnings 
not taxable under this part. A is allowed a deduction for all such dividends 
received from B. 

EXAMPLE (2). 

The A Corporation receives dividends from B Corporation, which is 
not subject to tax in California. None of the dividends received from B 
are deductible. 

EXAMPLE (3). 

The A Corporation receives dividends from B Corporation, whose in- 
come is subject to allocation because its activities are carried on within 
and without the State. B's allocation percentage is 50 percent. The per- 
centage of the dividends received by A which are deductible is deter- 
mined by formula. The variance from 50 percent will be affected by the 
extent of nonunitary and nontaxable income. 



§ 24404. Cooperative Associations. 

Cooperative associations are not exempt from tax under this part, but 
are permitted a deduction for all income arising from business done for 
or with members, and for or with nonmembers when done on a nonprofit 
basis. 

Thus, all cooperatives are subject to tax on or measured by income 
derived from business done with nonmembers on a profit basis but not 
less than the minimum tax. It is immaterial that the income derived from 
nonmember business is incidental to the primary activity of the taxpayer. 

For special deductions allowed farmer's cooperative associations, see 
Legal Ruling 389 (CCH Paragraph 205-320; P-H Paragraph 13,640). 

NOTH: Authority cited: Section 26422, Revenue and Taxation Code. Reference; 
Section 24504, Revenue and Taxation Code. 

History 
1 . Renumbering and amendment of Section 24404-24405 to Section 24404 filed 
9-3-82; effective thinieth day thereafter (Register 82, No. 37). 

§ 24405. Cooperative or Mutual Associations Not 
Principally Engaged in Selling Tangible 
Personal Property. 

Effective September 7, 1955, cooperative or mutual associations are 
not permitted a deduction under Section 24405 if their income is princi- 
pally derived from the sale in the regular course of business of tangible 
personal property other than agricultural products. Thus, if a cooperative 
or mutual association is organized and operated for the purpose of selling 
to its members furniture, household appliances, ice, or other similar prod- 
ucts none of its income may be deducted under this section. Water sold 
for domestic purposes is tangible personal property, but if used for irriga- 
tion purposes it is not such property. Therefore, if the primary purpose 
of a mutual water company is to furnish water to its members for domes- 
tic purposes no deduction for income derived from such sales is allowed 
under Section 24404. However, if the primary purpose of a mutual water 
company is to furnish water for irrigation purposes and incidental income 
is derived from furnishing water for domestic purposes to members the 
income derived from such incidental sales may be deducted. Effective for 
income years beginning after December 31, 1956, regardless of the pur- 
pose for which it is used, water is not considered as being tangible person- 
al property. 

For the purpose of Section 24404 electricity is not tangible personal 
property. 

NotE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24505, Revenue and Taxation Code. 

History 
1. New section filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 

37). For prior history of former Section 24404-24405, sec Register 7 1 , No. 2. 

§ 24407-24409.* Election to Amortize Organizational 
Expenditures. 

(a) In General. 

(1) Section 24407 provides that a bank or corporation may elect for 
any income year beginning after December 31, 1960, to treat its organi- 
zational expenditures, as defined in Section 24408 and in subsection (b) 
of this regulation, as deferred expenses. A bank or corporation which ex- 
ercises such election must, at the time it makes the election, select a peri- 
od of not less than 60 months, beginning with the month in which it began 
business, over which it will amortize its organizational expenditures. The 
period selected by the bank or corporation may be equal to or greater, but 
not less, than 60 months, but in any event it must begin with the month 
in which the corporation began business. The organizational expendi- 
tures of the bank or corporation which are treated as deferred expenses 
under the provisions of Section 24407 and this regulation shall then be 
allowed as a deduction in computing net income ratably over the period 
selected by the taxpayer. The period selected by the taxpayer in making 
its election may not be subsequently changed but shall be adhered to in 
computing net income for the income year for which the election is made 
and all subsequent income years. 

(2) If a bank or corporation exercises the election provided in Section 
24407, such election shall apply to all of its expenditures which are orga- 
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nizational expenditures within the meaning of Section 24408 and subsec- 
tion (b) of this regulation. The election shall apply, however, only with 
respect to expenditures incurred before the end of the income year in 
which the bank or corporation begins business (without regard to wheth- 
er the bank or corporation files its returns on the accrual or cash method 
of accounting or whether the expenditures are paid in the income year in 
which they are incurred), and if such expenditures are paid or incurred 
on or after June 23, 1 96 1 . 

(3) The deduction allowed under Section 24407 must be spread over 
a period beginning with the month in which the bank or corporation be- 
gins business. The determination of the date the bank or corporation be- 
gins business presents a question of fact which must be determined in 
each case in light of all the circumstances of the particular case. The 
words "begins business," however, do not have the same meaning as "in 
existence." Ordinarily, a bank or corporation begins business when it 
starts the business operations for which it was organized; a bank or corpo- 
ration comes into existence on the date of its incorporation. Mere organi- 
zational activities, such as the obtaining of the corporate charier, are not 
alone sufficient to show the beginning of business. If the activities of the 
bank or corporation have advanced to the extent necessary to establish 
the nature of its business operations, however, it will be deemed to have 
begun business. For example, the acquisition of operating assets which 
are necessary to the type of business contemplated may constitute the be- 
ginning of business. 

(b) Organizational Expenditures Defined. 

( 1 ) Section 24408 defines the term "organization expenditures." Such 
expenditures for purposes of Section 24408 and this regulation, are those 
expenditures which are directly incident to the creation of the bank or 
corporation. An expenditure, in order to qualify as an organizational ex- 
penditure, must be (i) incident to the creation of the bank or corporation, 
(ii) chargeable to the capital account of the bank or corporation, and (iii) 
of a character which, if expended incident to the creation of a bank or cor- 
poration having a limited life, would be amortizable over such life. An 
expenditure which fails to meet each of these three tests may not be con- 
sidered an organizational expenditure for purposes of Section 24407 and 
this regulation. 

(2) The following are examples of organizational expenditures within 
the meaning of Section 24408 and this regulation: legal services incident 
to the orgam"zation of the bank or corporation, such as drafting the corpo- 
rate charter, by-laws, minutes of organizational meetings, terms of origi- 
nal stock certificates, and the like; necessary accounting services; ex- 
penses of temporary directors and of organizational meetings of directors 
or stockholders; and fees paid to State of incorporation. 

(3) The following expenditures are not organizational expenditures 
within the meaning of Section 24408 and this regulation: 

(A) Expenditures connected with issuing or selling shares of stock or 
other securities, such as commissions, professional fees, and printing 
costs. This is so even where the particular issues of stock to which the ex- 
penditures relate is for a fixed term of years; 

(B) Expenditures connected with the transfer of assets to abank or cor- 
poration. 

(4) Expenditures connected with the reorganization of a bank or cor- 
poration, unless directly incident to the creation of a bank or corporation, 
are not organizational expenditures within the meaning of Section 24408 
and this regulation. 

(c) Time and Manner of Making Election. The election provided by 
Section 24407 and subsection (a) of this regulation shall be made in a 
statement attached to the taxpayer's return for the income year in which 
it begins business. Such income year must be one which begins after De- 
cember 31, I960. The return and statement must be filed not later than 
the date prescribed by law for filing the return (including any extensions 
of time) for the income year in which the taxpayer begins business. The 
statement shall set forth the description and amount of the expenditures 
involved, the date such expenditures were incurred, the month in which 
the bank or corporation began business, and the number of months (not 



less than 60 and beginning with the month in which the taxpayer began 
business) over which such expenditures are to be deducted ratably. 
NOTH; Authority cited: Section 26422. Revenue and Taxation Code. 

History 
1 . New section filed 1 2-22-69; etfcctive thirtieth day thereafter (Register 69, No. 



''This regulation is substantially the same as Section 26 CFR 1.248-1. 

§ 2441 1 . Deduction for Certain Dividends. 

(a) Allowance of deduction. Revenue and Taxation Code section 
24411, allows taxpayers that have elected to compute their income 
derived from or attributable to sources within California pursuant to Ar- 
ticle 1.5 of Chapter 17 of the Corporation Tax Law a deduction with re- 
spect to qualifying dividends. In general, the deduction is an amount 
equal to 75 percent of such qualifying dividends. However, a deduction 
in an amount equal to 1 00 percent is allowed with respect to such qualify- 
ing dividends derived from specified construction projects. 

(b) Definitions. 

(1) Qualifying dividends. 

(A) "Qualifying dividends" are those dividends received by any mem- 
ber of the water' s-edge group from a corporation, the average of whose 
property, payroll and sales factors within the United States is less than 20 
percent and of which more than 50 percent of the total combined voting 
power of all classes of stock entitled to vote is owned directly or indirect- 
ly by the water* s-edge group at the time the dividend is received. The 
dividend payor need not be in a unitary relationship with the recipient of 
the dividend or any other member of the water" s-edge group. A dividend 
received from a member of the water' s-edge group may be a qualifying 
dividend when it is treated as being paid out of earnings which were not 
included in a combined report with those of the recipient. Qualifying div- 
idends shall be classified as business or nonbusiness income pursuant to 
the rules established in regulations adopted pursuant to Part 1 1 of the 
Revenue and Taxation Code. (See Cal. Code Regs., tit. 18, § 25120, sub. 
(c), and applicable administrative and judicial decisions.) 

(B) For purposes of the definition of "quaUfying dividends" in Reve- 
nue and Taxation Code section 2441 1, subdivision (a), the term "corpo- 
ration" shall include banks for taxable years beginning on or after Janu- 
ary 1, 1998. 

(C) Qualifying dividends do not include amounts deemed to be divi- 
dends pursuant to Internal Revenue Code sections 78, 951 et seq., and 
1248, or otherwise, unless there is a distribution, actual or constructive, 
or a provision in the Revenue and Taxation Code requiring that a divi- 
dend be deemed to have been received. 

(2) United States. For purposes of this section the "United States" 
means the 50 states of the United States and the District of Columbia. 

(3) Water' s-edge group. "Water" s-edge group," for purposes of the 
calculations required by Revenue and Taxation Code section 24411. 
means all banks, corporations or other entities whose income and appor- 
tionment factors are considered pursuant to Revenue and Taxation Code 
section 25 1 1 in computing the income of the individual taxpayer for the 
current taxable year which is derived from or attributable to sources with- 
in this state. 

(c) Computation of amount allowable. 

(1 ) In general. The amount of the deduction allowable is equal to 100 
percent of the qualifying dividends described in Revenue and Taxation 
Code section 2441 1, subdivision (c), and 75 percent of other qualifying 
dividends not otherwise allowed as a deduction or eliminated from in- 
come. 

(2) Dividends deductible under other sections. In no event shall a de- 
duction be allowed with respect to a dividend for which a deduction has 
otherwise been allowed (e.g.. Revenue and Taxation Code sections 
24402 or 24410) or which has been eliminated from income (e.g.. Reve- 
nue and Taxation Code section 25106). (See subsection (e) below.) 

(d) Dividends derived from construction projects. 
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( 1 ) General. A deduction in tlie amount of 1 00 percent shall be allowed 
for qualifying dividends derived from constRiction projects, the loca- 
tions of which are not subject to the control of the taxpayer. If the payor 
of the dividend has earnings and profits derived from both construction 
projects and other activities, the dividend shall be treated as paid from 
construction projects as described in subsection (d)(3) of this regulation. 

(2) Construction project. "Construction project" for purposes of Reve- 
nue and Taxation Code section 2441 1. subdivision (c), means an activity 
undertaken for an entity, including a governmental entity, which is not 
affiliated with the water' s-edge group, the majority of the cost of per- 
formance of which is attributable to an addition to real property or to an 
alteration of land or any improvement thereto as those terms are defined 
in the Revenue and Taxation Code and the regulations adopted pursuant 
thereto. 

(A) A ""construction project" does not include the operation, rental, 
leasing or depletion of real property, land or any improvement thereto. 

Example: An oil company drills a successful oil well in a foreign coun- 
try and produces oil. Dividends arising from the production of oil are not 
derived from a constaiction project. 

(B) For purposes of this subsection (2), an entity is affiliated if it is a 
member of a commonly controlled group of which a member of the wa- 
ter' s-edge group is also a member. (See Cal. Code Regs., tit. 18, 
§251 10, sub. (b)(2).) 

(3) Location not subject to taxpayer's control. A '"location is not sub- 
ject to the taxpayer's control" when the majority of the construction, 
measured by costs of performance, must be performed at the site in the 
foreign location because of the nature and character of the project, not be- 
cause of the terms of the contract. 

(4) Examples: 

(A) A construction project is undertaken to build a dam. The location 
is not subject to the taxpayer's control because the dam must be built at 
a specific site. 

(B) A construction project is undertaken to build a skyscraper. The lo- 
cation is not subject to the taxpayer' s control because the skyscraper must 
be built at a specific site. 

(C) A construction project is undertaken for the erection of pre-fabri- 
cated buildings. The majority of the cost involves pre-fabrication of the 
components, not their assembly and erection. The components can be 
pre-fabricated anywhere. The location of the project is under the control 
of the taxpayer. 

(D) An engineering firm designs an oil refinery. The project does not 
qualify for a deduction under Revenue and Taxation Code section 244] 1 , 
subdivision (c). because ( 1 ) it does not involve construction, and (2) the 
activity can be conducted anywhere. 

(5) Determination of dividends attributable to construction projects 
the location of which is not subject to the taxpayer's control. For purposes 
of determining whether dividends are attributable to construction proj- 
ects the location of which is not subject to the taxpayer's control, divi- 
dends shall be considered to be paid out of the current year' s earnings and 
profits to the extent thereof and from the most recently accumulated earn- 
ings and profits, by year, thereafter. For any year in which the dividend 
payor has earnings and profits from activities other than construction 
projects the location of which is not subject to the taxpayer's control, the 
dividend shall be attributed to construction projects the location of which 
is not subject to the taxpayer's control in the ratio which the total earnings 
and profits from construction projects the location of which is not subject 
to the taxpayer's control bears to the total earnings and profits for the 
year. For purposes of applying such ratio, earnings and profits attribut- 
able to any particular construcfion project or other activity of the payor 
of the dividend shall include all costs and expenses directly attributable 
to such project or acUvity as well as an allocable portion of the total other 
costs and expenses of the payor which are not attributable to a particular 
project or activity. The total of such other costs and expenses will be allo- 
cated among all of the projects and activities of the payor on the basis of 
their relative gross receipts, or on any other reasonable basis which the 



payor uses to apportion or allocate such expenses. Following the alloca- 
tion of all costs and expenses of the payor, any deficit in earnings and 
profits for any project or activity will be ignored in calculating the ratio 
referred to above. 

Example: Following the allocation of all costs and expenses, the payor 
has total earnings and profits of $150, comprised of earnings and profits 
of $100 each from projects A and B and a deficit of $50 for activity C. 
Of the total earnings and profits of $150. $75 will be attributable to A and 
$75 to B. No earnings and profits will be attributable to C. 

(e) Classification of distributions. 

( 1 ) Ordering. For purposes of determining the application of Revenue 
and Taxation Code secUons 24402, 24410, 2441 1 and 25106, dividends 
shall be considered to be paid out of the current year's earnings and prof- 
its to the extent thereof and from the most recently accumulated earnings 
and profits by year thereafter. 

(2) Partially included entities. In the case of an affiliated corporation, 
a portion of whose net income and apportionment factors are included in 
a combined report by reference to Revenue and Taxation Code secfion 
25 1 10. subdivision (a)(4) or (6), which pays dividends to other members 
of the taxpayer's water' s-edge group, the following rules shall apply: 

(A) Dividends shall be considered to be paid out of current earnings 
and profits to the extent thereof and from the most recently accumulated 
earnings and profits thereafter. 

(B) Dividends which are considered paid out of earnings and profits 
of a year in which a portion of the dividend-paying entity's income and 
factors were considered in determining the amount of income derived 
from or attributable to California sources of another entity shall be con- 
sidered subject to the provisions of Revenue and Taxation Code section 
25 106, to the extent paid out of the earnings and profits attributable to in- 
come included in the combined report. 

(3) Subpart F income. For purposes of Revenue and Taxation Code 
section 25 1 10, a portion of the income and apportionment factors of an 
entity with Subpart F income, as defined in the Internal Revenue Code, 
is included in the combined report used to determine the income of the 
water' s-edge group derived from or attributable to sources within this 
state. For purposes of the Internal Revenue Code, Subpart F income is 
treated as a deemed dividend to the owner of the coiporation. This is dif- 
ferent from the treatment provided for in Revenue and Taxation Code 
section 251 10. As a consequence, the rules established in the Internal 
Revenue Code and the regulations adopted pursuant thereto with regard 
to the classification of distributions from an entity with Subpart F income 
have no application for purposes of the Corporation Tax Law. The classi- 
fication of a distribution for an entity that has Subpart F income shall fol- 
low the rules set forth in subsecUons (e)(1) and (2) of this regulation. 

(4) Examples: 

Example 1: Corporation A files a water' s-edge election which allows 
it to exclude Corporation C, a foreign incorporated unitary subsidiary 
with none of its property, payroll, and sales factors within the United 
States. Corporation C has current earnings and profits of $100 and re- 
tained earnings and profits of $100 all earned during years when C was 
included in the combined report filed by A. 

C declares a dividend of $ 1 00. The entire payment is subject to the pro- 
visions of Revenue and Taxation Code section 2441 1. 

C declares a dividend of $150. The dividend is deemed to be paid first 
out of the current year's earnings and profits of $ 1 00. The remaining $50 
is paid from accumulated earnings and profits earned in years when C 
was included in the combined report filed by A. 

A portion of the payment, $100, is subject to the provisions of Re\ enuc 
and Taxation Code section 2441 1. The remaining $50 is subject to the 
provisions of Revenue and Taxation Code section 25 106 and is elimi- 
nated from A's income. 

Example 2: A has filed a water' s-edge election effective January 1, 
1988, which would allow it to exclude corporation F except for the fact 
F has Subpart F income that causes F lo be a partially included controlled 
foreign corporation. The partial inclusion ratio equals Subpart F income 
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of the controlled foreign corporation divided by current earnings and 
profits. Corporation F has a partial inclusion ratio of 66.67% and total 
earnings and profits of $ 1 50 in 1 988. Therefore. $ 1 00 represents earnings 
and profits attributable to income ($150 earnings and profits x 66.7% in- 
clusion ratio = $100) included in the combined report required pursuant 
to Revenue and Taxation Code section 25 1 10. In 1989 F has a partial in- 
clusion ratio of 507f and total earnings and profits of $100. Therefore. 
$50 represents earnings and profits attributable to income ($100 earnings 
and profits x 507^ inclusion ratio = $50) included in the combined report 
required pursuant to Revenue and Taxation Code section 251 10. 

F declares a dividend of $75 in 1989. $37.50 of the dividend for 1989 
is treated as having been paid from the $50 of earnings and profits attrib- 
utable to income included in the combined report in 1989, and $37.50 is 
treated as having been paid from the other $50 of earnings and profits at- 
tributable to income that was not included in the combined report in 1 989. 

A has dividend income of $37.50 which is subject to the provisions of 
Revenue and Taxation Code section 25106 and is therefore eliminated 
from income and $37.50 of dividends subject to the provisions of Reve- 
nue and Taxation Code section 2441 1. 

Example 3: Assume the same facts as in Example 2. except that F de- 
clares a dividend of $200 in 1 989. $50 of the dividend is treated as having 
been paid from the $50 of earnings and profits attributable to income in- 
cluded in the combined report in 1989, and $50 of the dividend is treated 
as having been paid from the other earnings and profits that were attribut- 
able to income that was not included in the combined report in 1989. The 
remaining $100 is treated as having been paid from 1988 earnings. 
$66.67 of the dividend is treated as being paid from earnings and profits 
attributable to income included in the combined report in 1988 and the 
remaining $33.33 is from earnings and profits attributable to income that 
was not included in the combined report in 1988. 

A has dividend income of $116.67 ($50 (1989) + $66.67 (1988)) 
which is subject to the provisions of Revenue and Taxation Code section 
25106 and is therefore eliminated from income. A's remaining $83.33 
($50 (1989) -(-$33.33 (1988)) of dividend income is subject to the provi- 
sions of Revenue and Taxation Code section 2441 1. 

Example 4: Corporation A files a water' s-edge election which allows 
it to include Corporation P, a foreign incorporated unitary subsidiary 
with less than 20 percent of the average of its property, payroll and sales 
factors within the United States only to the extent of its United States in- 
come and factors. Corporation P has current earnings and profits of $100 
of which $10 represents earnings and profits attributable to income in- 
cluded in the water' s-edge combined report pursuant to Revenue and 
Taxation Code section 251 10. subdivision (a)(4). 

P declares a dividend of $50. Of such amount $5 is subject to elimina- 
tion under Revenue and Taxation Code section 25 106. and $45 is subject 
to the provisions of Revenue and Taxation Code section 2441 1 . 

(f) This regulation applies to taxable years beginning on or after Janu- 
ary 1. 1996. except as otherwise specifically provided. 
NOTH: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 2441 1, Revenue and Taxation Code. 

History 

1. New section filed 1-3-89; operative 1-3-89 (Register 89, No. 4). 

2. Editorial correction of subsections (e)(2)(B) and (i)(4) Examples 2 and 3 (Regis- 
ter 91, No. 32). 

3. Amendment of subsections (b)(2H3), (b)(5)-(6), (b)(9), (c)(1), (c)(2)(A), 
(c)(4H5), {d)(l)-(4), (e)(4), and (0-(g)- new sub.sections (b)(2)(B), (h)(1)(C) 
Example, and (h)(5), and repealer of subsection (b)(3)(D) filed 1 1-3-92; opera- 
tive 12-3-92 (Register 92, No. 45). 

4. Change without regulatory effect amending section and Note filed 3-1 3-2002 
pursuant to section 100, title 1, California Code of Regulations (Register 2002, 
No. 11). 

5. Editorial correction adding inadvertently omitted subsection (b) designator 
(Register 2003, No. 6). 

6. Change without regulatory effect amending subsection (f) filed 4-9-2003 pur- 
suant to section 100, title 1 , California Code of Regulations (Register 2003, No. 
15). 



Article 3. Items Not Deductible 

§ 24421 . General Rule for Disallowance of Deductions. 

No Tti: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). For history of Article 3. see Register 69, No. 2. 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 37). 

§ 24422(a). Capital Expenditures in General. 

NOTH; Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New secfion filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24422(b). Examples of Capital Expenditures. 

NOTE: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 

1 . New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24422(c). Election to Deduct or Capitalize Certain 
Expenditures. 

NotE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24423.* Intangible Drilling and Development Costs in the 
Case of Oil and Gas Wells. 

For rules relating to the option to deduct as expenses intangible drilling 
and development costs in the case of oil and gas wells, see Reg. 2431(d). 
NOTE: Authority cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 12-22-69; effective thirtieth day thereafter (Register 69, No. 
52). 



'•'This regulation is substantially the same as Section 26 CFR 1. 263(c)- 1. 

§ 24424(a). Premiums on Life Insurance Taken out in a 
Trade or Business. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No 37). 

§ 24424(b). Single Premium Life Insurance, Endowment, or 
Annuity Contracts. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24424(c). Other Life Insurance, Endowment, or Annuity 
Contracts. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72. No. 
19). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24425. Expenses Relating to Tax-Exempt Income. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72, No. 
19). 
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2. Repealer filed 4 3-82; effeetive thirtieth day thereafter (Register 82. No. 37). 

§ 24426(a).** Taxes and Carrying Charges Chargeable to 
Capital Account and Treated As Capital Items. 

( 1 ) In General. In accordance with Section 24426. items enumerated 
in subsection (2)(A) of this regulation may be capitalized at the election 
of the taxpayer. Thus, taxes and carrying charges with respect to property 
of the type described in this regulation are chargeable to capital account 
at the election of the taxpayer, notwithstanding that they are otherwise 
expressly deductible under provisions of Article 1 of Chapter 7. No de- 
duction is allowable for any items so treated. 

(2) Taxes and Carrying Charges. 

(A) The taxpayer may elect, as provided in subsection (3) of this regu- 
lation, to treat the items enumerated in this paragraph which are other- 
wise expressly deductible under the provisions of Article 1 of Chapter 7 
as chargeable to capital accounts as a component of original cost or other 
basis, for the purposes of Section 2491 2, or as an adjustment to basis, for 
the purposes of Section 24916. The items thus chargeable to capital ac- 
count are — 

(i) In the case of unimproved and unproductive real property: Annual 
taxes, interest on a mortgage, and other carrying charges. 

(ii) In the case of real property, whether improved or unimproved and 
whether productive or unproductive: 

(I) Interest on a loan (but not theoretical interest of a taxpayer using 
its own funds), 

(II) Taxes of the owner of such real property measured by compensa- 
tion paid to its employees. 



(III) Taxes of such owner imposed on the purchase of materials, or on 
the storage, use, or other consumption of materials, and 

(IV) Other necessary expenditures paid or incurred for the dexelop- 
ment of the real property or for the construction of an improveinent or 
additional improvement to such real property, up to the time the de\ elop- 
ment or to such real property, up to the time the development or construc- 
tion work has been completed. The development or construction work 
with respect to which such items are incurred may relate to unimproved 
and unproductive real estate whether the construction work will make the 
property productive of income subject to tax (as in the ca.se t)f a factory) 
or not (as in the case of a personal residence), or may relate h) property 
already improved or productive (as in the case ol'a plant addition or im- 
provement, such as the construcdon of another floor on a factory or the 
installation of insulation therein). 

(iii) In the case of personal property: 

(I) Taxes of an employer measured by compensation for services ren- 
dered in transporting machinery or other fixed assets to the plant or in- 
stalling them therein. 

(II) Interest on a loan to purchase such property or to pay for transport- 
ing or installing the same and 

(III) Taxes of the owner thereof imposed on the purchase of such prop- 
erty or on the storage, use, or other purchase of such property in the state 
which is purchased for storage, use or other consumption in that state paid 
or incurred up to the date of installation or the date when such property 
is first put into use by the taxpayer, whichever date is later. 
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(iv) Any other taxes and carrying charges with respect to property, 
otherwise deductible, which in the opinion ol' the Franchise Tax Board 
arc. under sound accounting principles, chargeable to capital account. 

(B) The sole elTect of Section 24426 is to permit the items enumerated 
in paragraph (A) of this subsection to be chargeable to capital account 
notwithstanding that such items are otherwise expressly deductible un- 
der the provisions of these part. An item not otherwise deductible may 
not be capitalized under Section 24426. 

(C) In the absence of a provision in this regulation for treating a given 
item as a capital item, this regulation has no effect on the treatment other- 
wise accorded such item. Thus, items which are otherwise deductible are 
deductible notwithstanding the provisions of these regulation, and items 
which are otherwise treated as capital items are to be so treated. 

Similarly, an item not otherwise deductible is not made deductible by 
this regulation. Nor is the absence of a provision in this regulation for 
treating a given item as a capital item to be construed as withdrawing or 
modifying the right now given to the taxpayer under any other provisions 
of Article 1 of Chapter 7, or of the regulations thereunder, to elect to capi- 
talize or to deduct a given item. 

(3) Election to Charge Taxes and Carrying Charges to Capital Ac- 
count. 

(A) If for any income year there are two or more items of the type de- 
scribed in subsection (2) (A) of this regulation, which relate to the same 
project to which the election is applicable, the taxpayer may elect to capi- 
talize any one or more of such items even though it does not elect to capi- 
talize the remaining items or to capitalize items of the same type relating 
to other projects. However, if expenditures for several items of the some 
type are incurred with respect to a single project, the election to capitalize 
must, if exercised, be exercised as to all items of that type. For purposes 
of this regulation, a "project" means, in the case of items described in sub- 
section (2) (A) (ii) of this regulation, a particular development of. or con- 
struction of an improvement to, real property, and in the case of items de- 
scribed in subsection (2) (A) (iii) of this regulation, the transportation and 
installation of machinery or other fixed assets. 

(B) (i) An election with respect to an item described in subsection (2) 
(A) (i) of this regulation is effective only for the year for which it is made. 

(ii) An election with respect to an item described in- 

(I) Subsection (2) (A) (ii) of this regulation is effective until the devel- 
opment or construction work described in that subparagraph has been 
completed; 

(II) Subsection (2) (A) (iii) of this regulation is effective until the later 
of either the date of installation of the property described in that subpara- 
graph, or the date when such property is first put into use by the taxpayer; 

(III) Subsection (2)(A)(iv) of this regulation is effective as determined 
by the Franchise Tax Board. Thus, an item chargeable to capital account 
under this regulation must continue to be capitalized for the entire period 
described in this subparagraph applicable to such election although such 
period may consist of more than one income year. 

(C) If the taxpayer elects to capitalize an item or items under this regu- 
lation, such election shall be exercised by filing with the original return 
for the year for which the election is made a statement indicating the item 
or items (whether with respect to the same project or to different projects) 
which the taxpayer elects to treat as chargeable to capital account. Elec- 
tions filed for income years beginning before January 1 , 1 955, and for in- 
come years ending before June 6, 1 955, under Section 24201 (d)(2) of the 
Bank and Corporation Tax Law of 1954, and the regulations thereunder, 
shall have the same effect as if they were filed under this regulation. 

(4) The following examples are illustrative of the application of the 
provisions of this regulation: 

EXAMPLE (1). 

In 1 956 and 1 957 taxpayer A pays annual taxes and interest on a mort- 
gage on a piece of real property. During 1956, the property is vacant and 
unproductive, but throughout 1957 A operates the property as a parking 
lot. A may capitalize the taxes and mortgage interest paid in ] 956, but not 



the taxes and mortgage interest paid in 1 957. 

EXAMPLE (2). 

In February 1957, taxpayers began the erection of an office building 
for itself. B in 1957, in connection with the erection of the building, paid 
$6,000 social security taxes, which in its 1957 return it elected to capital- 
ize. B must continue to capitalize the social security taxes paid in connec- 
tion with the erection of the building until its completion. 

EXAMPLE (3). 

Assume the same facts as in example (2) except that in No\ ember 
1 957, B also begins to build a hotel. In 1 957 B pays $3,000 social security 
taxes in connection with the erection of the hotel. B"s election lo capital- 
ize the social security taxes paid in erecting the office building started in 
February 1957 does not bind it to capitalize the social security taxes paid 
in erecting the hotel; it may deduct the $3,000 social security taxes paid 
in erecting the hotel. 

EXAMPLE (4). 

In 1957, M Corporation began the erection of a building for itself, 
which will take three years to complete. M Corporation in 1957 paid 
$4,000 social security taxes and $8,000 interest on a building loan in con- 
nection with this building. M Corporation may elect to capitalize the so- 
cial security taxes although it deducts the interest charges. 

EXAMPLE (5). 

Taxpayer C purchases machinery in 1 957 for use in its factory. It pays 
social security taxes on the labor for transportation and installation of the 
machinery, as well as interest on a loan to obtain funds to pay for the ma- 
chinery and for transportation and installation costs. C may capitalize ei- 
ther the social security taxes or the interest, or both, up to the date of in- 
stallation or until the machinery is first put into use by it, whichever date 
is later. 

(5) Allocation. If any tax or carrying charge with respect to property 
is in part a type of item described in subsection (2) of this regulation and 
in part a type of item or items with respect to which no election to treat 
as a capital item is given, a reasonable proportion of such tax or carrying 
charge, determined in the light of all the facts and circumstances in each 
case, shall be allocated to each item. The rule of this subsection may be 
illustrated by the following example: 

EXAMPLE. 

N Corporation, the owner of a factory in New York on which a new 
addition is under construction, in 1957 pays its general manager, B, a 
salary of $10,000 and also pays a New York State unemployment insur- 
ance tax of $81 on B's salary. B spends nine-tenths of his time in the gen- 
eral business of the firm and the remaining one-tenth in supervising the 
construction work. N Corporation treats as expenses $9,000 of B's 
salary, and charges the remaining $1 ,000 to capital account. N Corpora- 
tion may elect to capitalize $8.10 of the $81 New York State unemploy- 
ment insurance tax paid in 1957 since such tax is deductible under Sec- 
tion 24345. 
NOTE: Authority cited: Section 26422. Revenue and Taxation Code. 

History 
L New section filed 12-22-69; effective thirtieth day thereafter (Register 69, No. 

52). 

='This regulation is substantially the same as Section 26 CFR L266-1. 

§ 24427. Deductions Disallowed. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72. No. 
19). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82. No. 7). 

§ 24428. Relationships. 

NOTE: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 

1. New section filed 5-5-72; effective thirtieth day thereafter (Register 72. No. 
19). 

2. Repealer filed 9-3-82; effective ihinklh day thereafter (Register 82, No. 37). 
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§ 24429. Constructive Ownership of Stock. 

NOTH: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 3-5-72; effective tiiirtietli day tiiereafter (Register 72, No. 
19). 

2. Repealer filed 9-3-82; effective thinieth day thereafter (Register 82, No. ?>7). 

§ 24430. Amount of Gain Where Loss Previously 
Disallowed. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 5-5-72: effective thirtieth day thereafter (Register 72, No. 
19). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24431 -24433(a). Meaning and Use of Terms. 

NOTH: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New Article 3 (§24431-24433(a), 2443 l-24433(b), 24431-24433(c), 
24431 -24433(d), 24431 -24433(e)) filed 1-6-69: effective thirtieth day there- 
after (Register 69, No. 2). 

2. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24431 -24433(b). Purpose and Scope of Sections 24431 , 
24432 and 24433. 

Noi H: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24431-24433(0). Instances in Which Section 24431 

Disallows a Deduction or Other Allowance. 
Instances of Disallowance. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24431 -24433(d). Power of Franchise Tax Board to 
Allocate Deduction or Allowance in Part. 

NOTEi: Authority and reference cited; Section 26422, Revenue and Taxation Code. 

History 

1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24431 -24433(e). Presumption in Case of 

Disproportionate Purchase Price. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Repealer filed 9-3-82; effective thirtieth day thereafter (Register 82, No. 37). 

§ 24436. Illegal Activities — Denial of Deductions. 

Any taxpayer who engages in any illegal activities as defined in Chap- 
ters 9, 10 and 10.5 of Title IX of Part 1 of the Penal Code shall be denied 
all deductions from gross income attributable to such activities. Illegal 
activities include, but are not limited to the following: 

(a) Conducting a lottery, preparing a lottery, selling or disposing of lot- 
tery tickets, aiding the conduct of a lottery, keeping a lottery office, insur- 
ing or offering to insure lottery tickets, letting or permitting the use of a 
building or vessel for lottery purposes, dealing, playing or carrying on or 
conducting any game of faro, monte, roulette, lansquenet, rouge-et-noir, 
rondo, tan, fan-tan, stud-horse poker, seven-and-a-half, twenty-one. 
hokey-pokey, or any banking or percentage game, possession or mainte- 
nance of any slot or card machine, contrivance, appliance or mechanical 
device, upon the result of action of which money or other valuable thing 
is staked or hazarded, any card dice, or any dice having more than six 
faces or bases each, upon the result of action of which money or any other 
valuable thing is staked or hazarded, knowingly permitting any of the 
above games to be played, conducted or dealt in any house owned or 
rented by any taxpayer. 



(b) Pool-selling or book-making; stake-holding or registering of bets 
or wagers upon the result of any trial or contest of skill, speed or power 
of man or beast or permitting the use of any controlled property for any 
of the purposes above mentioned; laying, making, offering or accepting 
any bet or bets upon the result of a contest of skill, speed or power of en- 
durance of man or beast. 

(c) Touting or attempting or conspiring to commit touting. 

The same rule applies in respect of any deduction attributable to any 
other business activity which is connected or associated with, or tends to 
promote or further any illegal activities. Every business activity which 
is carried on by any taxpayer, or by another under its direction or control, 
on the same premises where the illegal activities are conducted, tends to 
promote or further such illegal activities. 

The same rule further applies to every business activity carried on by 
any taxpayer or by another under its direction or control, on the premises 
other than where the illegal activities are conducted and which tends to 
promote or further such illegal activities. 

On and after May 3, 195 1 . all deductions from gross income attribut- 
able to such illegal activities shall be denied. 

History 
1. Renumbered from Reg. 24203 in Subchapter 3 (Register 71, No. 2). 



Subchapter 8. Corporate Distributions and 
Adjustments 



Article 1. Effects on Recipients 

§ 24451 . Rules Applicable with Respect to Distributions of 
Money and Other Property. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Secfion 24451, Revenue and Taxation Code. 

History 

1 . Renumbering of Section 24451-24453 to Section 24451 filed 1 1-30-82; effec- 
tive thirtieth day thereafter (Register 82, No. 49). 

2. Change without regulatory effect repealing section (Register 87, No. 15). 

§ 24455. Distribution in Redemption or Cancellation of 
Stock Taxable As a Dividend. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 

§ 24463(a). Stock Dividends. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24463(b). Election of Shareholders As to Medium of 
Payment. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24463(c). Distributions in Discharge of Preference 
Dividends. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effect! ve thirtieth day thereafter (Register 82, No. 49). 

§ 24464. General. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24464, Revenue and Taxation Code. 
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History 

1. Renumbering and amendment of Scetion 24464-2447 1 (a) to Section 24464 
filed 1 1-3082; effective thirtieth day thereafter (Register 82. No. 49). 

2. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, title 1 , California Code of Regulations (Register 97, No. 40). 

§ 24464-24471 (b). Exceptions. 

NOTH: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24466. Section 24464 Stock Defined. 

NoTH: Authority cited: Section 26422. Revenue and Taxation Code. Reference: 
Section 24466. Revenue and Taxation Code. 

History 

1. Renumbering and amendment of Section 24464-2447 1(c) to Section 24466 
filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

2. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, title l,"Califomia Code of Regulations (Register 97, No. 40). 

§ 24473(a). General. 

History 
1. Change without regulatory effect repealing section filed 8-25-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 35). 

§ 24473(b). Exception. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



Article 2. Effect on Distributor 



§ 24481. Effects on Corporation — General. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24481, Revenue and Taxation Code. 

History 

1 . Renumbering of Section 24481-24483 to Section 24481 filed 1 1-30-82; effec- 
tive thirtieth day thereafter (Register 82, No. 49). 



2. Change without regulatory effect repealing Section 24481 filed 9 19-88 (Reg- 
ister 88, No. 40). " 

§ 24484-24491 (a). Adjustment to Earnings and Profits 
Reflecting Distributions by Corporations. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24484-24491 (b). Distributions of Inventory Assets. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24484-24491 (c). Liabilities. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24484-24491 (d). Examples of Adjustments Provided in 
Section 24486. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24484-24491 (e). Special Rule for Partial Liquidations and 
Certain Redemptions. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24484-24491 (f). Earnings and Profits. 

NotE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82. No. 49). 

§ 24484-24491 (g). Effect on Earnings and Profits of Gain 
or Loss Realized After February 28, 1913. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 
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History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



§ 24484-24491 (h). Effect on Earnings and Profits of 

Receipt of Tax-Free Distributions Requiring 
Adjustment or Allocation of Basis of Stock. 

NOTH: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 



§ 24484-24491 (i). Adjustments to Earnings and Profits 
Reflecting Increase in Value Accrued Before 
March 1,1913. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



§ 24484-24491 (j). Allocation of Earnings in Certain 
Corporated Separations. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



§ 24484-24491 (k). Effect on Earnings and Profits of 
Certain Other Tax-Free Exchanges and 
Tax-Free Distributions. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

I . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



§ 24492. Dividends Paid in Property. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



§ 24495. Dividends. 

NotE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24495. Revenue and Taxation Code. 

History 

1. Renumbering of Section 24495(a) to Section 24495 filed 11-30-82; effective 
thirtieth day thereafter (Register 82, No. 49). 

2. Change without regulatory effect repealing Section 24495 filed 9-19-88 (Reg- 
ister 88, No. 40). 



§ 24495(b). Sources of Distribution in General. 



History 
1. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24497(b). Application of General Rules. 

NOTE: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 
1. Repealer filed 1 l-30-82;effective thirtieth day thereafter(Register82. No. 49). 

§ 24497(c). Options. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24497(d). Constructive Family Ownership. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



Subchapter 9. Corporate Liquidations 



Article 1 . Effects on Recipients 

§ 24501. Corporate Liquidations. 

History 
1. Change without regulatory effect repealing section filed 8-12-2003 pursuant 
to section 100, title 1 , California Code of Regulations (Register 2003, No. 33). 

§ 24502. Liquidations Covering More Than One Income 
Year. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24502. Revenue and Taxation Code. 

History 

1. Renumbering and amendment of Secfion 24502 (d) to Section 24502 filed 
11-30-82; effective thirtieth day thereafter (Register 82. No. 49). 

2. Change without regulatory effect repealing section filed 8-12-2003 pursuant 
to section 100, title 1, California Code of Regulations (Register 2003, No. 33). 

§ 24502(a). Distributions in Liquidation of Subsidiary 
Corporation. General. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24502(b). Requirements for Nonrecognition of Gain or 
Loss. 

NOTE; Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24502(c). Liquidations Completed Within One Income 
Year. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24502(d). Liquidations Covering More Than One Income 
Year. 



NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 



History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82. No. 49). 



§ 24496. Property Defined. 

NOTE; Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



§ 24497(a). Constructive Ownership of Stock. Introduction. 



Section 24502, Revenue and Taxation Code. 

History 
1. Renumbering and amendment of .Section 24502(d) to .Section 24502 filed 
1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24502(e). Distributions in Liquidation As Affecting 
Minority Interests. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24502(f). Records to Be Kept and Information to Be Filed 
with Return. 



NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 
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History 

1 . Repealer filed 1 1-30-82; effective ihirtieth clay thereafter (Register 82, No. 49). 

§ 24502(g). Indebtedness of Subsidiary to Parent. 

NOTH: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

Hlstory 
1. Repealer filed 1 1-30-82;effcctive thirtieth day thercafter(Register 82, No. 49). 

§ 24503(a). Corporate Liquidation in Some One Calendar 
Month. 

NOTK: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24.'S03, Revenue and Taxation Code. 

History 
I. Change without reeulatory effect repealina Section 24503(a) filed 9-19-88 
(Register88, No. 40). 

§ 24503(b). Qualified Electing Shareholder. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code Reference: 
Section 24503, Revenue and Taxation Code. 

History 
1. Chanee without regulatory effect repealing Section 24503(b) filed 9-19-88 
(Register88, No. 40). 

§ 24503(c). Making and Filing of Written Elections. 

NotE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24503, Revenue and Taxation Code. 

History 
1. Change without regulatory effect repealing Section 24503(c) filed 9-19-88 
(Register88. No. 40). 

§ 24503(d). Treatment of Gain. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24503, Revenue and Taxation Code. 

History 
I. Change without regulatory effect repealing Secfion 24503(d) filed 9-19-88 
(Register88, No. 40). 

§ 24503(e). Records to Be Kept and Information to Be Filed 
with Return. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24503, Revenue and Taxation Code 

History 
1. Change without regulatory effect repealing Secfion 24503(e) filed 9-19-88 
(Register 88, No. 40). 

§ 24504(a). Basis of Property Received in Liquidations. 

NotE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effecfi ve thirtieth day thereafter (Register 82, No. 49). 

§ 24504(b). Property Received in Liquidation Under 
Section 24503. 

NOTE: Authority and reference cited: Section 2642.2, Revenue and Taxation 
Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24518. Election of Certain Stock Purchases Treated As 
Asset Acquisitions. 

NOTE: Authority cited: Secfion 26422, Revenue and Taxation Code. Reference: 
Section 24518, Revenue and Taxafion Code. 

History 

1. New section filed 10-4-83 as an emergency; effective upon filing (Register 83, 
No. 41). A Certificate of Compliance must be transmitted to OAL within 120 
days or emergency language will be repealed on 2-1-84. 

2. Editorial correcfion filed 10-11-83 (Register 83, No. 41). 

3. Repealer and new section filed 1-25-84 as an emergency; effective upon filing 
(Register 84, No. 5). A Certificate of Compliance must be transmitted to OAL 
within 120 days or emergency language will be repealed on 5-25-84 (Register 
84. No. 5). 

4. Editorial correction of History Note No. 3 (Register 84, No. 19). 

5. Certificate ofCompliance as to l-25-84ordertransmitted toOAL4-l l-84and 
filed 5-9-84 (Register 84, No. 19). 



6. Renumbering and amendment of Section 2451 8 to Section 24519 filed 10-8-87 
as an emergency; operative 10-8-87 (Register 87. No. 42). A Certificate of 
Compliance must be transmitted to OAL within 120 days or emergency lan- 
guage will be repealed on 2-5-88. 

7. Certificate of Compliance transmitted to OAL 1-29-88 and filed 2-29-88 
(Register 88, No. 11). 

§ 24519. Election of Certain Stock Purchases to Be 
Treated As Asset Acquisition. 

NOTE: Authority cited: Section 26422, Revenue and Taxafion Code. Reference: 
Sections 23051.5 and 24519, Revenue and Taxation Code. 

History 

1 . Renumbering and amendment of Section 245 1 8 to Section 245 1 9 filed 1 0-8-87 
as an emergency; operative 10-8-87 (Register 87, No. 42). A Certificate of 
Compliance must be transmitted to OAL within 120 days or emergency lan- 
guage will be repealed on 2-5-88. For history of former section, see Resister 
84, No. 19. 

2. Certificate ofCompliance including amendment transmitted to OAL 1-29-88 
and filed 2-29-88 (Register 88. No. 1 1 ). 

3. Change without regulatory effect repealing section filed 7-5-2000 pursuant to 
sectio'n 100. title L California Code of Regulations (Register 2000, No. 27). 



Article 2. Effects on Distributor 

NOTE; Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Repealer of Article 2 (Sections 2451 1-245 16(c), not consecutive) filed 
1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). For prior his- 
tory, see Register69, No. 38. 



Subchapter 10. Corporate Organizations 
and Reorganizations 



Article 1. Special Rule 

§ 24561 . Recognition of Gain or Loss — Reorganizations 
with, or Transfers of Property to or from a 
Foreign Corporation. 

NOTE; Authority cited: Section 26422, Revenue and Taxafion Code. Reference: 
Section 24561, Revenue and Taxation Code. 

History 

1 . New Group 10 (Article 1, Section 24561 ) filed 7-5-83; effective thirtieth day 
thereafter (Register 83, No. 28). For history of former Group 10 Articles 1-4, 
Secfions 24521(a), (b) and (c) through 24562-24564(c), not consecufive), see 
Register 82, No. 49. 

2. Change without regulatory effect repealing section filed 8-25-97 pursuant to 
secfion 100, title 1, California Code of Regulations (Register 97, No. 35). 



Subchapter 11. Insolvency 
Reorganizations 

NotE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Repealer of Group 11 (Sections 24571-24574(a) through 24576-24577(c)) 
filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



Subchapter 12. Pension Plan 



Article 1. 



Pension, Profit Sharing, Stock 
Bonus Plan 



NOTE; Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New article (Reg. 24601-2461 1 ) filed 12-14-64; effecfive thirtieth day thereaf- 
ter (Register 64" No. 25). 

2. Repealer filed 1 -6-7 1 ; effective thirtieth day thereafter (Register 7 1 , No. 2). 

3. Repealer of Group 1 2 (Article 1 , Secfions 24601-2461 1 (a) through 24612) filed 
1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). For prior his- 
tory, see Register 74, No. 8. 



Page 446 



Register 2003, No. 33; 8-15-2003 



Title 18 



Franchise Tax Board — Bank and Corporation Tax (After 12-31-54) 



{j 24636 



Subchapter 13. Accounting Periods and 
Methods of Accounting 



Article 1. Accounting Periods 

^ 24631(a). Period for Computation of Net Income. 

NOTH: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New Group 1 3, Article 1 ( §2463 1(a), 2463 Kb) and 24636) filed 3-3 1 -70; effec- 
tive thirtieth day thereafter (Register 70, No. 14). 

2. Repealer filed 1 1 -30-82; effective thirtieth day thereafter ( Register 82, No. 49). 

§ 24631 (b). Election of Year Consisting of 52-53 Weeks. 

NOTi:: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. 
14). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24636.* Computation of Tax for Short Period on Change 
of Annual Accounting Period. 

(a) General Rule. 

(1 ) If a return is made for a short peiiod, the net income for the short 
peiiod shall be placed on an annual basis by multiplying such income by 
12 and dividing the result by the number of months in the short period. 
Unless Section 24636 (b) and subsection (b) of tliis regulation apply, the 
tax for the short period shall be the same part of the tax computed on the 
annual basis as the number of months in the short period is of 12 months. 

(2) If a return is made for a short period of more than 6 days, but less 
than 359 days, resulting from a change from or to a 52-53 week income 
year, the net income for the short period shall be annualized and the tax 
computed on a daily basis, as provided in Section 24631 (0 (2) (B) (iii) 
and subsection (3) (E) of Reg. 24631 (b). 

(3) In the case of the offset provided for in Article 3 of Chapter 2, the 
Franchise Tax Board shall compute the amount of tax on the income 
placed on an annual basis, and shall allow the offset provided for from 
such tax. The tax due under Section 24636, which shall not be subject to 
offset, shall be such part of the tax, less the offset allowed, computed on 
such annual basis as the number of months in the short period of 12 
months. 

(4) The provisions of subsection (a) (3) may be illustrated by the fol- 
lowing example: 

EXAMPLE. 

The X Financial Corporation makes a return for the one-month period 
ending September 30, 1969, because of a change in annual accounting 
period permitted under Section 24633. Income and expenses for the short 
period are as follows: 

Gross operating income $133,900 

Business expenses 130,000 

Net income from operations $3.900 

Net income for short period before annualizing $3,900 

Net income annualized ($3,900 x 12) $46.800 

Tax on annual basis: $46,800 at 1 1 percent $5, 148 

Financial corporation offset (Section 23184) 348 

Net tax $4,800 

Tax for one-month period ($4,800 x 1/12) $400 

(b) Exception: Computation based on 12-month period. 

( 1 ) A taxpayer whose tax would otherwise be computed under Section 
24636 (a) (or Section 2463 1 (f) (2) (B) (iii) on the case of certain changes 
from or to a 52-53-week income year) for the short period resulting from 
a change of annual accounting period may apply to the Franchise Tax 
Board to have its tax computed under the provisions of Section 24636(b) 
and this subsection. If such application is made, as provided in paragraph 
(4) of the subsection, and if the taxpayer establishes the amount of its net 
income for the 12-month period described in paragraph (2) of this sub- 



section, then the tax for the short period shall be the greater of the follow- 
ing — 

(A) An amount which bears the same ratio to the tax computed on the 
net income which the taxpayer has established for the 12-month period 
as the net income computed on the basis of the short period hears to the 
net incoine for such 12-month period; or 

(B) The tax computed on the net income for the short period without 
placing the net income on an annual basis. 

However, if the tax computed under Section 24636(b) and this subsec- 
tion is not less than the tax for the short period computed under Section 
24636(a) (or Section 24631(0(2)(B)(iii) in the case of certain changes 
from or to a 52-53 week incoine year), then Section 24636(b) and this 
subsection do not supply. 

(2) The term "12-month period" refen-ed to in paragraph (1 ) of this 
subsection ineans the 12-month period beginning on the first day of the 
short period. However, if the taxpayer is not in existence at the end of 
such 12-month period, or if the taxpayer is a corporation which has dis- 
posed of substantially all of its assets before the end of such 12-month 
period, the term "12-month period" means the 12-month period ending 
at the close of the last day of the short period. For the purposes of the pre- 
ceding sentence, a corporation which has ceased business and distributed 
so much of the assets used in its business that it cannot resume its custom- 
ary operations with the remaining assets, will be considered to have dis- 
posed of substantially all of its assets. In the ca.se of a change from a 
52-53-week income year, the term "12-month period" means the period 
were an actual annual accounting period of 52 or 53 weeks (depending 
on the taxpayer's 52-52-week income year) beginning on the first day 
of the short period. 

(3)(A) The net income for the 1 2-month period is computed under the 
some provisions of law as are applicable to the short period and is com- 
puted as if the 1 2-month period were an actual annual accounting period 
of the taxpayer. All items which fall in such 12 — month period must be 
included even it they are extraordinary in amount or of an unusual nature. 
If the taxpayer is a member of a partnership, its net income for the 
12-month period shall include its distributive share of partnership in- 
come for any taxable year of the partnership ending within or with such 
12-month period, but no amount shall be included with respect to a tax- 
able year of the partnership ending before or after such 1 2-month period. 
If any other item partially apphcable to such 1 2-month period can be de- 
termined only at the end of an income year which includes only part of 
the 12-month period, the taxpayer, subject to review by the Franchise 
Tax Board, shall apportion such item to the 12-month period in such 
manner as will most cleariy reflect income for the 12-month period. 

(B) In the case of a taxpayer permitted or required to use inventories, 
the cost of goods sold during a part of the 12-month period included in 
an income year shall be considered, unless a more exact determination 
is available, as such part of the cost of goods sold during the entire income 
year as the gross receipts from sales for the entire income year as the gross 
receipts from sales for such part of the 12-month period as of the gross 
receipts from sales for the entire income year. For example, the 
12-month period of a corporation engaged in the sale of merchandise, 
which has a short period from January 1, 1968, to September 30, 1968, 
is the calendar year 1 968. The cost of goods sold during the three-month 
period, October 1 , 1 968, to December 31,1 968, is the calendar year 1 968. 
The three-month period, October 1, 1968, to December 1, 1968, is part 
of the taxpayer's income year ending September 30, 1969. The cost of 
goods sold during the three-month period, October 1 , 1 968, to December 
31,1 968, is such part of the cost of goods sold during the entire fiscal year 
ending September 30, 1969, as the gross receipts from sales for such 
three-month period are of the gross receipts from sales for the entire fis- 
cal year. 

(C) The Franchise Tax Board may, in granting permission to a taxpay- 
er to change its annual accounting period, require, as a condition to per- 
mitting the change, that the taxpayer must luke a closing inventory upon 
the last day of the 12-month period if it wishes to obtain the benefits of 
Section 24636(b). Such closing inventory will be used only for the pur- 
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poses of Section 24636fb), and the taxpayer will not be required to use 
such inventory in computing the net income year in which such inventory 
is taken. 

(4) (A) A taxpayer who wishes to compute its tax for a short period re- 
sulting from a change of annual accounting period under Section 
24636(b) must make an application therefor. Except as provided in (B) 
of this paragraph, the taxpayer shall first file its return for the short period 
and compute its tax under Section 24636(a). The appHcation for the bene- 
fits of Section 24636(b) shall subsequently be made in the form of a claim 
for credit or refund. The claim shall set forth the computation of the net 
income and the tax thereon for the 1 2-month period and must be filed not 
later than the time (including extensions) prescribed for filing the return 
for the taxpayer's first income year which ends on or after the day which 
is 1 2 months after the beginning of the short period. For example, assume 
that a taxpayer changes its annual accounting period from the calendar 
year to a fiscal year ending September 30, and files a return for the short 
period from January 1, 1968, to September 30, 1968. Its application for 
the benefits of Section 24636(b) must be filed not later than the time pre- 
scribed for filing its return for its first income year which ends on or after 
the last day of December 1968, the twelfth month after the beginning of 
he short period. Thus, the taxpayer must file its application not later than 
the time prescribed for filing the return for its fiscal year ending Septem- 
ber 30. 1 969. If it obtains an extension of time for filing the return for such 
fiscal year, it may file its application during the period of such extension. 
If the Franchise Tax Board determines that the taxpayer has established 
the amount of its net income for the 1 2-month period, any excess of the 
tax paid for the short period over the tax computed under Section 
24636(b) will be credited or refunded to the taxpayer in the same manner 
as in the case of an overpayment. 

(B) If at the time the return for the short period is filed, the taxpayer 
is able to determine that the 1 2-month period ending with the close of the 
short period (see Section 24636(b) and subsection (b)(2) of this regula- 
tion) will be used in the computations under Section 24636(b), then the 
tax on the return for the short period may be determined under the provi- 
sion of Section 24636(b). In such case, a return covering the 12-month 
period shall be attached to the return for the short period as a part thereof, 
and the return and attachment will then be considered as an application 
for the benefits of Section 24636(b). 



='=Compare Section 26 CFR 1.443-l(b). 

History 
1 . New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. 
14). 



Article 2. Methods of Accounting 

§ 24651 .* General Rule for Methods of Accounting. 

NOTIi: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24651, Revenue and Taxation Code. 

History 

1. New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. 

14). 

2. Amendment filed 7-13-73; effective thirtieth day thereafter (Register 73, No. 
28). 

3. Change without regulatory effect repealing section (Register 87, No. 15). 



* This regulation is substantially the same as Section 26 CFR 1.446-1 and is 
based on Title 18, Gal. Adm. Code, Chapter 3, Section 25201b(2). 



Article 3. Year of Inclusion 

§ 24661(a). General Rule for Income Year of Inclusion. 

NOTE: Authority cited for Article 3: Section 26422, Revenue and Taxation Code. 

History 

1. New Article 3 (§24661(a), 24661(b), 24661(c), 24661(d). 24674, 24676(a), 
24676(b), 24676(c), 24676(d), 24676(e), 24676(f)) filed 3-31-70; effective 
thirtieth day thereafter (Register 70, No. 14). 



2. Repealer filed 2-21-79; effective thinielh day thereafter (Register 79. No. 1). 

§ 24661(b). Constructive Receipt of Income. 

NOTE: Authority cited: Section 26422. Revenue and Taxation Code. 

History 
1. Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79. No. 7). 

§ 24661(c). Long-Term Contracts. 

NOTE: Authority cited: Section 26422. Revenue and Taxation Code. 

History 
1 . Repealer filed 2-21-79; effecfive thirtieth day thereafter (Register 79. No. 7). 

§ 24661(d). Accounting for Redemption of Trading Stamps 
and Coupons. 

NOTE: Authority cited: Section 26422. Revenue and Taxation Code. 

History 
1 . Repealer filed 2-21-79; effective thirtieth day thereafter (Register 79, No. 7). 

§ 24667-24673.5(a). Installment Method of Reporting 
Income. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Sections 24667, 24668. 24669, 24670, 24673.2 and 24673.5, Revenue and Taxa- 
tion Code. 

History 

1 . New Section filed 7-13-73; effective thirtieth day thereafter (Register 73, No. 
28). 

2. Change without regulatory effect repealing Section 24667-24673. 5(a) pursuant 
to Section 100, Title 1, California Code of Regulations filed 12-8-89 (Register 
90, No. 3). 

§ 24667-24673.5(b). Special Rules Applicable to Dealers in 
Personal Property. 

NOTE: Authority cited: Section 26422, Revenue and Taxafion Code. 

History 

1. New section filed 7-13-73; effective thirtieth day thereafter (Register 73, No. 
28). 

2. Change without regulatory effect repeahng Section 24667-24673. 5(b)pursuant 
to Section 100. Title 1. California Code of Regulations (Register 90. No. 3). 

§ 24667-24673.5(0). Special Rules Applicable to Casual 
Sales or Casual Dispositions of Personal 
Property. 

NOTE: Authority cited: Section 26422. Revenue and Taxation Code. 

History 

1. Change without regulatory effect repeahng Sections 24667-24673.5(0 pur- 
suant to Section 100. Title 1, California Code of Regulations filed 12-8-89 
(Register90, No. 3). 

§ 24667-24673.5(d). Sale of Real Property Involving 
Deferred Periodic Payments. 

NOTE: Authority cited: Section 26422. Revenue and Taxation Code. Reference: 
Sections 24667, 24668, 24669, 24670, 24673 and 24673.5, Revenue and Taxation 
Code. 

History 

1. New section filed 7-13-73; effective thirtieth day thereafter (Register7?, No. 
28). 

2. Change without regulatory effect repealing Section 24667-24673. 5(d) pursuant 
to Section 100, Title 1, California Code of Regulations (Register 90, No. 3). 

§ 24667-24673.5(f). Deferred Payment Sale of Real 
Property Not on Installment Method. 

NOTE; Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Sections 24667, 24668, 24669, 24670, 24673 and 24673.5, Revenue and Taxation 
Code. 

History 

1 . New section filed 7-13-73; effective thirtieth day thereafter (Register73, No. 
28). 

2. Change without regulatory effect repealing Section 24667-24673. 5(d) pursuant 
to Section 100, Title 1, California Code of Regulations (Register 90, No. 3). 

§ 24667-24673.5(h). Requirements for Adoption of or 
Change to Installment Method. 

History 

1. New section filed 7-13-73; effecfive thirtieth day thereafter (Register 73, No. 
28). 

2. Change without regulatory effect repealing Section 24667-24673.5(h) pursuant 
to Section 100, Title 1, California Code of Regulations filed 12-8-89 (Register 
90, No. 3). 
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§ 24676(f) 



§ 24674.* Obligations Issued at Discount. 

(a) Non-Intercst-Bcaring Obligations Issued at Discount. 

( 1 ) Electit)n to Include Increase in Income Currently. 

U' a taxpayer owns a noninterest-bearing obligation issued at a dis- 
count and redeemable for fixed amounts increasing at stated intervals, 
and if the increase, if any, in redemption price of such obligation during 
the income year (as described in paragraph (2) of this subsection) does 
not constitute income for such year under the method of accounting used 
in computing its net income, then the taxpayer may, at its election, treat 
the increase as constituting income for the income year in which such in- 
crease occurs. If the election is not made, the taxpayer shall treat the in- 
crease as constituting income for the income year in which the obligation 
is redeemed or disposed of. or finally matures, whichever is earlier. Any 
such election must be made in the taxpayer's return and may be made for 
any income year. If an election is made with respect to any such obliga- 
tion described in this paragraph, it shall apply also to all other obligations 
of the type described owned by the taxpayer at the beginning of the first 
income year to which the election applies, and to those thereafter ac- 
quired by it. and shall be binding for the income year for which the return 
is filed and for all subsequent income years, unless the Franchise Tax 
Board permits the taxpayer to change to a different method of reporting 
income from such obligations. See Section 24651(e) and subsection (e) 
of Reg. 2465 1 , relating to requirement respecting a change of accounting 
method. Although the election once made is binding upon the taxpayer, 
it does not apply to a transferee of the taxpayer. 

(2) Amount of Increase in Case of Non-Interest-bearing Obligations. 
In any case in which an election is made under Section 24674,the amount 
which accrues in any income year to which the election applies is mea- 
sured by the actual increase in the redemption price occurring in that year. 
This amount does not accrue ratably between the dates on which the re- 
demption price changes. For example, if two dates on which the redemp- 
tion price increases (February 1 and August 1 ) fall within an income year 
and if the redemption price increases in the amount of 50 cents on each 
such date, the amount accruing in that year would be $ 1 .00 ($0.50 on Feb- 
ruary 1 and $0.50 on August I). If the taxpayer owns a non-interest-bear- 
ing obligation of the character described in paragraph (1 ) of this subsec- 
tion acquired prior to the first income year to which its election applies, 
it must also include in gross income for such first income year the in- 
crease in the redemption price of such obligation occurring between the 
date of acquisition of the obligation and the first day of such first income 
year. 

(b) Short-Term Obligations Issued on a Discount Basis. In the case of 
obligations of the United States or any of its possessions, or of a state or 
territory, or any political subdivision thereof, or of the District of Colum- 



bia, issued on a discount basis and payable without interest at a fixed ma- 
turity date not exceeding one year from the date of issue, the amoimt ol' 
discount at which such obligation originally sold does not accrue until the 
date on which such obligation is redeemed, sold, or otherwise disposed 
of. This rule applies regardless of the method of accounting used by the 
taxpayer. 



" This regulation is based on Section 26 CFR 1 .454-1 . 

§ 24676(a). Treatment of Prepaid Subscription Income. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24676, Revenue and Taxation Code. 

History 
1. Change without regulatory effect repealing Section 24676(a) filed ^ 1^-88 
(Register 88, No. 40). 

§ 24676(b). Scope of Election Under Section 24676. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24676, Revenue and Taxation Code. 

History 

1. Change without regulatory effect repealing Section 24676(b) fded 9 19-88 
(Register 88, No. 40). 

§ 24676(c). Method of Allocation. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24676, Revenue and Taxation Code. 

History 

1. Change without regulatory effect repealing Section 24676(c) filed 9-19-88 
(Register 88, No. 40). 

§ 24676(d). Cessation of Taxpayer's Liability. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24676, Revenue and Taxation Code. 

History 

]. Change without regulatory effect repealing Section 24676(d) filed 9-19-88 
(Register 88, No. 40). 

§ 24676(e). Definitions and Other Rules. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24676, Revenue and Taxation Code. 

History 
1. Change without regulatory effect repealing Section 24676(e) filed 9-19-88 
(Register 88, No. 40). 

§ 24676(f). Time and Manner of Making Election. 

NOTE: Authority cited: Secfion 26422, Revenue and Taxation Code. Reference: 
Section 24676, Revenue and Taxation Code. 

History 
1. Change without regulatory effect repealing Section 24676(f) filed 9-19-88 
(Register 88, No. 40). 
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i^ 24721-24724(c) 



Article 4. Year of Deduction 

§ 24681-24684(b). Timing of Deductions in Certain Cases 
Where Asserted Liabilities Are Contested. 

Noil.; Authoritv cited: Section 26422, Revenue and Taxation Code. Reference: 
Sections 24681. '24683. 24684, Revenue and Taxation Code. 

History 

1. New section filed 7-1-70: effective thirtieth day thereafter (Reeister 70. No. 

27). 

2. Change without reculatory effect repealing Section 2468I-24684(b) filed 
9-19-88 (Register 88. No. 40). 



Article 5. Inventories 

§ 24701(a). Need for Inventories. 

NoTt-:: Authority cited for Article 5: Section 26422, Revenue and Taxation Code. 
Reference: Sections 24701 through 24706. Revenue and Taxation Code. 

History 

1. New Article 5 (24701(a), 24701(b), 24701(c), 24701(d). 24701(e). 24701(f), 
24701(s). 24701(h), 247()2-24706(a). 24702-24706(b). 24702-24706(0, 
24702-24706(d), 24702-24706(e), 24702-24706(0) filed 7-1-70; effective 
thirtieth day thereafter (Register 70, No. 27). 

2. Change without regulatory effect repealing Section 24701(a) filed 9-19-88 
(Register88. No. 40). 

§ 24701(b). Valuation of Inventories. 

NOTH: Authority cited; Section 26422, Revenue and Taxation Code. Reference: 
Section 24701, Revenue and Taxation Code. 

History 
1. Change without regulatory effect repealing Section 24701(b) filed 9-19-88 
(Register 88, No. 40). 

§ 24701 (c). Inventories at Cost. 

NOTI-: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24701, Revenue and Taxation Code. 

History 
1. Change without regulatory effect repealing Section 24701(c) filed 9-19-88 
(Regi.ster88. No. 40). 

§ 24701(d). Inventories at Cost or Market, Whichever Is 
Lower. 

NOTh: Authority cited; Section 26422, Revenue and Taxation Code. Reference: 
Section 24701, Revenue and Taxation Code. 

History 
1. Change without regulatory effect repealing Section 24701(d) filed 9-19-88 
(Register 88, No. 40). 

§ 24701(e). Inventories by Dealers in Securities. 

Noir.; Authority cited; Section 26422, Revenue and Taxation Code. Reference: 
Section 24701, Revenue and Taxation Code. 

History 
1. Change without regulatory effect repealing Section 24701(e) filed 9-19-88 
(Register 88. No. 40). 

§ 24701(f). Inventories of Livestock Raisers and Other 
Farmers. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24701, Revenue and Taxation Code. 

History 
1. Change without regulatory effect repealing Secfion 24701(0 filed 9-19-88 
(Register 88, No. 40). 

§ 24701 (g). Inventories of Miners and Manufacturers. 

NOTI:: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24701, Revenue and Taxation Code. 

History 
1. Change without regulatory effect repealing Section 24701(g) filed 9-19-88 
(Register88, No. 40). 



§ 24701(h). Inventories of Retail Merchants. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 24701, Revenue and Taxation Code. 

History 
1. Chanae without reeulatory effect repealing Section 24701(h) filed 9-19 88 
(Register 88. No. 40). 

§ 24702-24706(a).* Last-In, First-Out Inventories. 

History' 
1. Change without regulatory effect repealing section filed 9-.30-97 pursuant to 
section 100, title 1. California Code of Regulations (Register 97. No. 40). 

§ 24702-24706(b).* Requirements Incident to Adoption and 
Use of LIFO Inventory Method. 

History 
1 . Change without regulatoi^ effect repealing section filed 9 30-97 pursuant to 
section 100, fitle 1, California Code of Regulations (Register 97, No. 40). 

§ 24702-24706(c).* Time and Manner of Making Election. 

History 
1. Change without regulatoi^ effect repealing section filed 9-30-97 pursuant to 
section 100, fitle 1, California Code of Regulations (Register 97, No. 40). 

§ 24702-24706(d).* Adjustments to Be Made by Taxpayer. 

Hl.STORY 
1. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, fitle 1, California Code of Regulations (Register 97, No. 40). 

§ 24702-24706(6).* Revocation of Election. 

History 
1. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, fitle 1, California Code of Regulations (Register 97, No. 40). 

§ 24702-24706(f).* Change from LIFO Inventory Method. 

History 
1. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, fitle 1, California Code of Regulations (Register 97, No. 40). 

§ 24702-24706(9).* Dollar-Value Method of Pricing LIFO 
Inventories. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 8-27-71; effective thirtieth day thereafter (Register 71, No. 
35). 

2. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, fitle 1, California Code of Regulafions (Register 97, No. 40). 

§ 24721 -24724(a). Adjustments in General. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 26422. Revenue and Taxation Code. 

History 

1. New secfion filed 8-16-72; effective thirtieth day thereafter (Register 72, No. 
34). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24721 -24724(b). Limitation on Tax. 

NotE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New secfion filed 8-16-72; effective thirtieth day thereafter (Register 72, No. 
34). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24721-24724(0). Adjustments Attributable to Pre-1 955 
Years Where Change Was Not Initiated by 
Taxpayer. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 8-16-72; effective thirtieth day thereafter (Register 72, No. 
34). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 
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§ 24721 -24724(d). Adjustments Attributable to Pre-1 955 
Years Where Change Was Initiated by 
Taxpayer. 

NOTi;: Authority and reference cited: Section 26422. Re\ enue and Taxation Code. 

History 
1. New section filed 8-16-72; effective thirtieth day thereafter (Reeister 72, No. 

34). 



2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24832-24834(b). Percentage Depletion Rates. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 26422, Revenue and Taxation Code. 

History 
1 . New section filed 7-1 3-73; effective thirtieth day thereafter (Register 73, No. 



2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). j. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



§ 24721 -24724(e). Adjustments Taken into Account with 
Consent. 

NOTH: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 8-16-72; effective thirtieth day thereafter (Reeister 72, No. 

34). 

2. Repealer filed 1 1 -30-82; effective thirtieth day thereafter ( Register 82, No. 49). 

§ 24721 -24724(f). Election to Return to Former Method of 
Accounting. 

NOTI:: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 8-16-72; effective thirtieth day thereafter (Reeister 72. No. 

34). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82. No. 49). 



Subchapter 14. Natural Resources 

§ 24831(a). Basis for Allowance of Cost Depletion. 

No'l'i:: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. 
14). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24831(b). Allowable Capital Additions in Case of Mines. 

NOTF:: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. 
14). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24831(c). Depletion; Treatment of Bonus and Advanced 
Royalty. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. 
14). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24831(d). Charges to Capital and to Expense in Case of 
Oil and Gas Wells. 

NOTF-;: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. 
14). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82. No. 49). 

§ 24832-24834(a). Percentage Depletion; General Rule. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 7-13-73; effective thirtieth day thereafter (Register 73, No. 
28). 



§ 24832-24834(c). Gross Income from the Property. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 7-13-73; effective thirtieth day thereafter (Register 73, No. 
28). 

2. Repealer filed 11-30-82; effective thirtieth day thereafter (Register 82. No. 49). 

§ 24832-24834(d). Net Income from the Property. 

NOTE: Authority cited; Section 26422. Revenue and Taxation Code. Reference: 
Section 26422. Revenue and Taxation Code. 

History 

1 . New section filed 7-13-73; effective thirtieth day thereafter (Register 73, No. 
28). 

2 . Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24832-24834(e). Statement to Be Attached to Return 
when Depletion Is Claimed on Percentage 
Basis. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 26422. Revenue and Taxation Code. 

History 

1. New secfion filed 7-13-73; effective thirtieth day thereafter (Reeister 73. No. 
28). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82. No. 49). 

§ 24835(a). Allowance of Deduction for Depletion. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 26422. Revenue and Taxation Code. 

History 

1. New section filed 7-13-73; effective thirtieth day thereafter (Register 73. No. 
28). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24835(c). Rules Applicable to Timber. 

NotE: Authority cited: Section 26442, Revenue and Taxation Code. Reference: 
Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 7-13-73; effective thirtieth day thereafter (Reeister 73, No. 
28). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24836(a).* Development Expenditures. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 1 2-22-69; effective thirtieth day thereafter (Register 69, No. 
52). 

2. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 40). 

§ 24836(b).* Election to Defer. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 1 2-22-69; effective thirtieth day thereafter (Register 69, No. 
52). 

2. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, title 1, California Code of Regulafions (Register 97, No. 40). 
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§ 24837(a).* Exploration Expenditures. 

History 

1. New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. 

14). 

2. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100. title 1 . California Code of Regulations (Register 97, No. 40). 

§ 24837(b).* Deduction of Exploration Expenditures in the 
Year Paid or Incurred. 

History 

1 . Now section filed 3-3 1 -70; effective thirtieth day thereafter ( Resister 70, No. 

14). 

2. Change without regulatoiy effect repealing section filed 9-30-97 pursuant to 
section 1 00. title 1 , California Code of Regulations (Register 97, No. 40). 

§ 24837(c), Election to Defer Exploration Expenditures. 

NoTti: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

Hlstory 



2. Repealerof Article 2 (Sections 2491 6(a)-2491 9) filed 11-30-82; effective thir- 
tieth day thereafter (Resister 82, No. 49). For prior history, sec Register69, No. 

52. 



Article 3. Nontaxable Exchanges 

§ 24941(a). Property Held for Productive Use in Trade or 
Business or for Investment. 

NotE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 1-26-73; effective thirtieth dav thereafter (Register 73. No. 
4). 

2. Amendment filed 2-2-73 as procedural and organizational; effective upon fil- 
ing (Register 73, No. 4). 

3. Repealer filed 1 1 -30-82; effective thirtieth day thereafter ( Register 82, No. 49 ). 

§ 24941 (b). Receipt of Other Property or Money in 
Tax-Free Exchange. 



New .section filed 3-3 1-70; effective thirtieth day thereafter (Register 70, No. m^™- ^ .u ■. At- •. j c .• ^A^^^ o i-r •• /- i 

j^ J V t iNOTtiAuthonty and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 1-26-73; effective thirtieth day thereafter (Register 73, No. 
4). 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



14). 
2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



§ 24837(d). Limitation of Amount Deductible. 

NOTi:: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History § 24941(c). Nonrecognition of Loss. 

1. New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. NOTE; Authority and reference cited: Section 26422, Revenue and Taxation Code. 

^^'- History 

2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 1 . New section filed 1-26-73; effective thirtieth day thereafter (Register 73, No. 

4). 

§ 24837(e). Time for Making Election with Respect to 2. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

Returns. 

NOTE: Authorityandreferencecited:Section26422,RevenueandTaxationCode. § 24943-24947(a). Involuntary Conversions; 

History Nonrecognition of Gam. 

1. New section filed 3-31-70; effective thirtieth day thereafter (Register 70, No. NOTE: Authority cited: Section 26422, Revenue and Taxation Code. 



14). 



History 



2. Repealer filed 11 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 1- New Article 3 (Sections 24943-24947(a) through 24943-24947(e), 24948, 

24949, 24949. 1,24949.2, 24950, 24951) filed 12-22 -69; effecfive thirtieth day 
thereafter (Register 69, No. 52). 



3. Change without regulatory effect repealing section filed 9-30-97 pursuant to 
section 100, title 1 , California Code of Regulations (Register 97, No. 40). 



Subchapter 15. Gain or Loss on 
Disposition of Property 



Article 1. Computation of Gain or Loss 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New Reg. 24901(a) filed 12-14-64; effective thirtieth day thereafter (Register 
64, No. 25). 

2. Repealer of Article 1 (Sections 24901 (a)-249 15, not consecudve) filed 



2. Repealer filed 7-5-83; effective thirtieth day thereafter (Register 83, No. 28). 

§ 24943-24947(b). Involuntary Conversion Where 
Disposition of the Converted Property 
Occurred After December 31, 1952. 

History 
1. Repealer filed 7-5-83; effective thirtieth day thereafter (Register 83, No. 28). 

§ 24943-24947(c). Involuntary Conversion Where 
Disposition of the Converted Property 
Occurred Before January 1, 1953. 

History 
1. Repealer filed 7-5-83; effective thirtieth day thereafter (Register 83, No. 28). 



t^ii^ sefRelSers 's'^No '4 tnd S'^No'V'^^^'''"' ^'' ^''' '^^^' ^'"' ''"'"" ^''' § 24943-24947(d). Replacement Funds Where Disposition 
" ' of the Converted Property Occurred Before 



Article 2. Basis for Computation of Gain or 

Loss 



January 1, 1953. 

History 

1. Repealer filed 7-5-83; effecfive thirtieth day thereafter (Register 83, No. 28). 



NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. § 24943-24947(e). Basis of Property Acquired As a Result 

History °* ^" Involuntary Conversion. 

1 . New section filed 1 1-1 3-62; effective thirtieth day thereafter (Register 62, No. HISTORY 

23). 1. Repealer filed 7-5-83; effective thirtieth day thereafter (Register 83. No. 28). 
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§ 24948. Disposition of Excess Property Within Irrigation 
Project Deemed to Be Involuntary Conversion. 

NOTIi: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82: effective thirtieth day thereafter (Register 82, No. 49). 

§ 24949. Destruction or Disposition of Livestock Because 
of Disease. 

Ncrrtv. Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24949.1. Sale or Exchange of Livestock Solely on 
Account of Drought. 

NOTH: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 
1 . Repealer filed 1 l-30-82:effective thirtieth day thereafter (Register 82, No. 49). 

§ 24949.2. Condemnation of Real Property Held for 

Productive Use in Trade or Business or for 
Investment. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24950. Certain Exchanges of Insurance Policies. 

Note-: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24951 . Stock for Stock of the Same Corporation. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



Article 4. Special Rule for Basis 

§ 24961 .* Basis of Property Acquired During Affiliation. 

The basis of property acquired by a corporation during a period of af- 
filiation from a corporation with which it was affiliated shall be the same 
as it would be in the hands of the corporation from which acquired. This 
rule is applicable if the basis of the property is material in determining 
tax liability for any year, whether a separate return or a consolidated re- 
turn is made in respect of such year. For the purpose of this regulation, 
the term "period of affiliation" means the period during which such cor- 
porations were affiliated (determined in accordance with the law applica- 
ble thereto), but does not include any income year beginning on or after 
January 1, 1935, unless a consolidated return was made. 

EXAMPLE. 

The X Corporation, the Y Corporation, and the Z Corporation were af- 
filiated for the income year 1920. During that year the X Corporation 
transferred assets to the Y Corporation for $ 1 20,000 cash, and the Y Cor- 
poration in turn transferred the assets during the same year to the Z Cor- 
poration for $ 1 30,000 cash. The assets were acquired by the X Corpora- 
tion in 1 9 1 6 at a cost of $ 1 00,000. The basis of the assets in the hands of 
the Z Corporation is $100,000. 

The basis of property acquired by a corporation during any period, in 
the income year 1 929 or any subsequent income year, in respect of which 
a consolidated return was made or was required under Reg. 



2336 1 -23364a, or subsequent regulations relating to consolidated re- 
turns, shall be determined in accordance with such regulations. The basis 
in the case of property held by a corporation during any period, in the in- 
come year 1929 or any subsequent income year, in respect of which a 
consolidated return is made or is required under Reg. 23361 -23364a. or 
subsequent regulations relating to consolidated returns, shall be adjusted 
in respect of any items relating to such period in accordance with such 
regulations. 

The basis of property after a consolidated return period shall be the 
same as immediately prior to the close of such period. 

This regulation applies to all members of an affiliated group, which 
filed consolidated returns for income years prior to January 1, 1935. After 
that date, only affiliated railroads meeting the requirements of Section 
23361 have the privilege of filing a consolidated report. Section 24961 
does not apply to corporations filing a consolidated report under Section 
25104. 



* This regulation is the same as Title 1 8. California Administrative Code. Chap- 
ter 3, Subchapter 3, Secrion 250711. 

§ 24962(a). Basis of Property Established by Revenue Act 
of 1932. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24962(b). Basis of Property Established by Revenue Act 
of 1934. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24962(d). Basis of Stock Rights Acquired Before January 
1,1955. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24963. Property Acquired Before March 1, 1913. 

NOTE; Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24965. Certain Stock of Federal National Mortgage 
Association. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. New section filed 12-22-69; effective thirtieth day thereafter (Register 69, No. 
52). 

2. Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24971(a). Gain from Sale or Exchange to Effectuate 
Policies of Federal Communications 
Commission. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24971 (b). Nature and Effect of Election. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



Page 465 



Register 97, No. 22; 5-30-97 



§ 24971(c) 



BARCLAYS CALIFORNIA CODE OF REGULATIONS 



Title 18 



§ 24971(c). Reduction of Basis of Property Pursuant to 
Election Under Section 24971. 

NOTH: Authority and reference cited: Section 26422. Revenue and Taxation Code. 

History 
I . Repealer filed 1 1-30-82; effective thinieth day tiiereafter (Register 82, No. 49). 



§ 24971 (d). Manner of Election. 

NOTH: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 24981-24988. Distributions Pursuant to Order of the 
Federal Securities Exchange Commission. 

NOTH: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1. Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



Article 5. Wash Sales of Stock or Securities 

NOTl-:: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 26422, Revenue and Taxation Code. 

History 

1. Amendment filed 7-1-70; effective thirtieth day thereafter (Register 70, No. 
27). 

2. Repealer of Article 5 (Sections 24998(a) and 24998(b)) filed 1 1-30-82; effec- 
tive thirtieth day thereafter (Register 82, No. 49). 



Article 6. Distributions Pursuant to Bank 
Holding Company Act of 1956 

NOTli: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 9-19-69; effective thirtieth day thereafter (Reaister 69, No. 
38). 

2. Repealer of Article 6 (Sections 24999(a)-24999. 1 (c)) filed 1 1 -30-82; effective 
thirtieth day thereafter (Register 82, No. 49). 



Subchapter 16. War Loss Recoveries 



§ 25001 . Recoveries in Respect of War Losses. 

N0TI£: Authority and Reference cited: Section 26422, Revenue and Taxation 
Code. 

History 
I . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



§ 25002-25003. Inclusion in Gross Income of War Loss 
Recoveries. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 25004-25006. Tax Adjustment Measured by Prior 
Benefits. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 

§ 25008. Restoration of Value of Investments. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 



History 

1 . Repealer filed 1 1 -30-82; effective thirtieth day thereafter (Register 82. No. 49). 

§ 25009.* Elective Method; Time and Manner of Making 
Election and Effect Thereof. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 

1. Change without regulatory effect repealing section filed 5-30-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 22). For 
prior history, see Register 82. No. 49. 



This regulation is substantially the same as Section 26 CFR 1.1335-1, as 
amended by T. D. 6230. Internal Revenue Bulletin No. 57-19. p. 23. 



§ 25010. Basis of Recovered Property. 

NOTE: Authority and reference cited: Section 26422, Revenue and Taxation Code. 

History 
Repealer filed 1 1-30-82: effective thirtieth day thereafter (Register 82, No. 49). 

§ 2501 1 . Determination of Tax Benefits from Allowable 
Deductions. 

NOTE: Authority and reference cited: Secfion 26422, Revenue and Taxation Code. 

History 
1 . Repealer filed 1 1-30-82; effective thirtieth day thereafter (Register 82, No. 49). 



Subchapter 17. Allocation of Income 



Article 1. General Provisions 



§ 251 01 .* Allocation of Income. 

(a) Apportionment and Allocation of Income in General. When a tax- 
payer has income from sources within the state as well as income from 
sources outside this state, the division of income and the resulting deter- 
mination of the portion of the taxpayer's entire net income which has its 
source in this state shall be determined pursuant to the allocation and ap- 
portionment provisions set forth in sections 25120 to 25139, inclusive. 
When the business, whether carried on by a single corporation or by a 
group of affiliated corporations, conducted both within and without Cali- 
fornia is unitary in nature, the portion of the business income from that 
unitary business which is "derived from or attributable to sources within 
this State" must be determined by formula apportionment. In such cases, 
the first step is to determine which portion of the taxpayer's entire net in- 
come constitutes "business income" and which portion consfitutes "non- 
business income." The various items of nonbusiness income are then di- 
rectly allocated to specific states pursuant to the provisions of sections 
25124 to 25127, inclusive. The business income of the taxpayer is di- 
vided between the states in which the business is conducted pursuant to 
the property, payroll and sales apportionment factors she forth in sections 
25128 to 25136, inclusive. The sum of (1) the items of nonbusiness in- 
come directly allocated to this state, plus (2) the amount of business in- 
come attributable to this state by the apportionment formula constitutes 
the amount of the taxpayer's enure net income which is subject to tax. 

The taxpayer shall be consistent in classifying income as business or 
nonbusiness income in filing return or reports to all states to which the 
taxpayer reports under the Uniform Division of Income for Tax Purposes 
Act. In the event the taxpayer is not consistent in its reporting it shall dis- 
close in its return to the state the nature and extent of the inconsistency. 

The word "apportionment" generally refers to the division of business 
income between states by the use of a formula containing apportionment 
factors, and the word "allocation" generally refers to the assignment of 
nonbusiness income to a particular state. 

(b) Sea Transportation. A taxpayer engaged in sea transportation ser- 
vice may derive income partly from sources within and partly from 
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sources without the State. In determining the income subject to tax, the 
following formula allocation shall be employed. 

Receipts Factor. 

The sales or gross receipts of a taxpayer from sea transportation shall 
include all receipts derived from carrying cargo, i.e., passengers, freight, 
mail, etc., and the receipts incidental thereto. The sales or gross receipts 
will be assigned to this State in the proportion that the number of voyage 
days the ship spent within this State during the tax period bears to the total 
number of days of voyages of the ship during the tax period. 

Income from activities incidental to the transportation service, such as 
income from restaurants, locker rentals, etc., shall be assigned to the state 
or country in which the activity is carried on. 

Payroll Factor. The payroll factor is a fraction, the denominator of 
which includes all compensation paid to officers and employees, includ- 
ing ocean-going personnel, such as wages, salaries, commissions and 
bonuses. The numerator of this factor shall include all compensation paid 
to officers and employees, other than ocean-going personnel to the ex- 
tent that services of such officers and employees are performed for the 
taxpayer within this State; and. so much of the compensation of ocean- 
going personnel as is determined by applying a ratio of the number of 
voyage days which the ship was within this State bears to the total number 
of days of voyages of the ship during the tax period. 

Property Factor. The property factor is a fraction, the denominator of 
which shall include all real and tangible personal property, including 
ships, owned by the taxpayer and used in the unitary business. The nu- 
merator of this factor shall include all real and personal property owned 
by the taxpayer and used in the unitary business, except ships, to the ex- 
tent such assets are located in the State; and, so much of the value of ships 
used in the unitary business as is determined by applying a ratio of the 
number of voyage days which the ship was within this State bears to the 
total number of days of voyages of the ship during the tax period. 

As used in this regulation the terms "voyage days" and "days of voy- 
ages of the ship" mean the days, or parts of days, that a ship is in operation 
for the purpose of transporting cargo, i.e., freight, mail, passengers, etc. 
The days that a ship is in operation include all sailing days, even though 
a ship is returning empty or is enroute to a port of call to load passengers 
or cargo, all days in port while loading and unloading, and all days that 
the ship is laid up for ordinary repairs, refueling, or provisioning. A ship 
is not in operation when out of service or during the time that is laid up 
for extended repairs, overhaul, modification or is in drydrock. 
Note: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25101, Revenue and Taxation Code. 

History 

1. New section filed 5-19-58; effective thirtieth day thereafter (Register 58, No. 
9). 

2. Amendment filed 8-6-62; effective thirtieth day thereafter (Register 62, No. 
16). 

3. Amendment filed 5-28-71 ; effective thirtieth day thereafter (Register 71, No. 
22). 

4. Change without regulatory effect repealing section (Register 87, No. 15). 

5. Reinstatement of subsection (b) which was inadvertently repealed by order in 
Register 87, No. 15, filed 1 1-20-90 (Register 91, No. 2). 

6. Change without regulatory effect adding new subsection (a) designator, ainend- 
ment of subsection (b), repealer of subsection (b)(1), and amendment of subsec- 
tion (b)(2) and Noth filed 9-1 1-95 pursuant to section 100, title 1, California 
Code of Regulations (Register 95, No. 37). 



="Kxcept for subsections (b), (e), and (f), this regulation is substantially the same 
as title 1 8. California Code of Regulations, chapter 3, subchapter 3, section 24301 . 
(Note supplied by Franchise Tax Board.) 
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History 

1. New section filed 7-13-99; operative 8-12-99 (Register 99, No. 29). 

2. Amendment filed 1 1-1-2000; operative 12-1-2000 (Register 2000, No. 44). 

3. Amendment filed 12-28-2000; operative 1-1-2001 pursuant to Government 
Code secfion 1 1343.4(d) (Register 2000, No. 52). 

4. Change without regulatory effect amending subsection (c)(1)(A) filed 
3-11-2002 pursuant to section 100, title 1, California Code of Regulations 
(Register 2002, No. 11). 

§25106.5. 

(See Cal. Code Regs., tit. 18, § 25 106.5-0 for the table of contents for 
this section, and all other regulations adopted under Rev. and Tax. Code. 
§25106.5.) 

(a) Combined Reporting. In General. Each taxpayer whose income 
and apportionment factor data are permitted or required to be included 
in a combined report shall report income in the manner provided by this 
regulation, and, to the extent applicable, other regulations adopted under 
Section 25106.5 of the Revenue and Taxation Code. 

(b) Definitions. Unless otherwise indicated, the following definitions 
shall apply to all regulations adopted under Section 25106.5 of the Reve- 
nue and Taxation Code. 

(1) Combined Report. "Combined report" refers to the schedules 
which are attached to the tax return, required to be filed by Section 1 8601 
of the Revenue and Taxation Code, of one or more taxpayer members, 
which reports the taxpayer member's income from sources within this 
state under the combined reporting method. 

(2) Combined Reporting Method. "Combined reporting method" re- 
fers to the method under which the total combined report business in- 
come of aJ] members of the combined reporting group is apportioned to 
California, to determine each taxpayer member's combined report busi- 
ness income from California sources. 



(3) Combined Reporting Group. "Combined reporting group" refers 
to those corporations with business income that is permitted or required 
to be included in a particular combined report under Sections 25101. 
25101.15, 25102. or 25104 of the Revenue and Taxation Code, limited. 
if applicable, by application of Section 23801(c) of the Revenue and 
Taxation Code, or the effects of a water's edge election under Section 
25 1 10 of the Revenue and Taxation Code, or any other provision of law 
which precludes income and apportionment data of an entity from being 
included in a combined report. A combined reporting group also refers 
to those S Corporations whose income is required to be included in a 
combined report under Section 23801(d) of the Revenue and Taxation 
Code. 

(4) Business Income. "Business income" is as defined under Section 
25120(a) of the Revenue and Taxation Code. 

(5) Combined Report Business Income. "Combined report business 
income" is the business income of a member of a combined reporting 
group permitted or required to be included in the combined report of the 
group. 

(6) Total Group Combined Report Business Income. "Total group 
combined report business income" is the sum or net of all combined re- 
port business income of all members of the combined reporting group. 

(7) Nonbusiness Income. "Nonbusiness income" is the income of a 
member of the combined reporting group which is subject to allocation 
under Sections 25 1 23 through 25 1 27 of the Revenue and Taxation Code. 

(8) Apportionment. "Apportionment" is the means by which total 
group combined report business income is sourced to this state under 
Sections 25128 through 25137 and Section 25141 of the Revenue and 
Taxation Code. 

(9) Taxpayer Member's California Apportionment Percentage. "Tax- 
payer member's California apportionment percentage" refers to the frac- 
tion, determined under Secfion 25128 of the Revenue and Taxation 
Code, used to apporfion the total group combined report business income 
to a taxpayer member in this state. 

(10) Member. "Member" is a single corporafion in a combined report- 
ing group. The term includes both taxpayer members and all other corpo- 
rations included in the combined reporting group. 

(11) Taxpayer Member. "Taxpayer member" is a corporation which 
is a member of a combined reporting group which is required to file a tax 
return in this state. 

(12) Principal Member. "Principal member" is the member of the 
combined reporting group whose accounting period is used as a reference 
period for all members of the combined reporting group to aggregate and 
apportion combined report business income of the group. A principal 
member need not be a taxpayer member. 

(A) Corporations Described. Once a principal member has been deter- 
mined under this subsecuon (b)( 1 2), that member shall remain the princi- 
pal member for all succeeding periods that it is a member of the combined 
reporting group, except as permitted by the Franchise Tax Board. Except 
as otherwise provided, the "principal member" is the corporation first de- 
scribed below: 

1 . The parent corporation which is a member of the combined report- 
ing group. A "parent corporafion" is a corporation which is a parent cor- 
porafion to all members of the combined reporting group, within the 
meaning of Revenue and Taxation Code section 25105, subdivision 
(b)(1). 

2. If the group does not have a parent corporation which is a member 
of the combined reporting group, as so defined, the "principal member" 
is a corporation which is a lower fier parent to all members of the com- 
bined report. A "lower tier parent" is the first corporation, down the chain 
of corporafions, which is a member of the combined reporfing group and 
which would have constituted a "parent corporafion" to all members of 
the combined group if all corporations which own or constructively own 
that corporafion under Secfion 25 105(b)( 1 ) of the Revenue and Taxation 
Code were disregarded. 

3. If the group does not have a "lower fier parent" corporation which 
is a member of the combined reporfing group, the "principal member" is 
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the taxpayer memhcr of the combined reporting group expected to have, 
on a recurring basis, the largest amount, by value, of real and tangible per- 
sonal property in the state. The value of real and tangible personal proper- 
ty shall be determined pursuant to the property factor provisions of Sec- 
tions 25129 through 25131 of the Revenue and Taxation Code and the 
regulations thereunder. 

(B ) Election to Designate Principal Member. Notwithstanding the pro- 
visions of preceding subsection (A) of this subsection (b)( 12), in the first 
income year in which a combined report is required, the taxpayer mem- 
bers of the combined reporting group may elect to treat any other member 
of the combined reporting group as the "principal member," so long as 
consistently treated as such for the year of the election and thereafter. 
Thereafter, the taxpayer members may change their principal member 
only with consent of the Franchise Tax Board. 

(C) Inconsistent Principal Member. In the event that members of a 
combined reporting group have filed with inconsistent principal mem- 
bers (including cases where two or more groups of corporations erro- 
neously filed as distinct combined reporting groups) the determination 
of the appropriate principal member shall be in accordance with the pro- 
visions of subsection (A) of this subsection (b)( 12), unless, in the discre- 
tion of the Franchise Tax Board, selection of another principal member 
would result in a lesser compliance burden for the taxpayer members. 

(13) Group Return. "Group return" is that return filed onbehalf of eli- 
gible electing taxpayer members of a combined reporting group included 
on the electing key corporation's Schedule R-7 of Schedule R filed in 
conjunction with its California Form 100. 

(14) Key Corporation. "Key corporation" is the taxpayer member 
which files a group return described by subsection (b)( 13) of this regula- 
tion on behalf of the electing taxpayer members of the combined report- 
ing group as agent and surety for the electing members. 

(15) Fiscalization. "Fiscalization" is the process under which a mem- 
ber of a combined reporting group aligns the income and apportionment 
data from its accounting period to the accounting period of the principal 
member. 

(16) CaHfornia Source Carryover Item. "California source carryover 
item" refers to an item of income or loss allocated or apportioned in an 
earlier year, required to be taken into account as California source in- 
come during the income year, other than a net operating loss. 

( 17) Income. Unless the context otherwise requires, the term "income" 
includes loss. 

(18) Total Separate Net Income. Except as otherwise provided, " total 
separate net income" is the total net income from all sources of a member 
of a combined reporting group from its separate books of account as de- 
termined under the Revenue and Taxation Code, before allocation and 
apportionment. 

(19) Corporation. "Corporation," as used in this regulation and other 
regulations under Section 25106.5 of the Revenue and Taxation Code, 
is any of the entities described as a corporation in Section 23038 of the 
Revenue and Taxation Code, including banks. In the application of Sec- 
tion 25102 of the Revenue and Taxation Code, the term "corporation" 
also includes "persons" as the term is used in that section. 

(c) Steps in determining California source income or loss from the 
business income of a combined reporting group. Members of a combined 
reporting group shall compute their income from California sources in 
the following steps, in the order indicated. 

(1) Determination of Separate Net Income. Except as otherwise pro- 
vided by this regulation or other regulations adopted under Section 
25 106.5 of the Revenue and Taxation Code, each member of a combined 
reporting group must identify its total separate net income for the period 
beginning and ending with the accounting period of the principal mem- 
ber of the combined reporting group. Items of income and expense 
should be presented in columnar form for each member. Except as other- 
wise provided by this regulation or other regulations under Section 
25106.5 of the Revenue and Taxation Code, total separate net income 
shall be determined by the Revenue and Taxation Code, subject to the fol- 
lowing modifications: 



(A) Intercompany Transactions. (See Cal. Code Regs., tit. 18, 
§25106.5-1.) 

(B) Capital, etc.. Gains and Losses. Capital, Section 1231 (Internal 
Revenue Code), and involuntary conversion gains and losses shall not be 
taken into account. Such gains and losses are apportioned and allocated 
as determined under California Code of Regulations, title 18, section 
25106.5-2. 

(C) Net Operating Loss Deductions. Net operating loss deductions 
shall not be taken into account. The net operating loss deduction of a tax- 
payer member is allowed as a deduction only against the California 
source income (i.e., after apportionment and allocation) of the taxpayer 
member of the group (see subsection (e) of this regulation). 

(2) Accounting Methods and Elections. Except as otherwise provided 
by this regulation or other regulations under Section 25 1 06.5 of the Reve- 
nue and Taxation Code, the taxpayer members of the combined reporting 
group may elect to determine the net income of a member of the group 
under accounting methods and other elections as authorized by Division 
2, Part 1 1 of the Revenue and Taxation Code, independently of the net 
income of other members of the combined reporting group. See Section 
25 1 06.5-3 of Title 1 8 of the California Code of Regulations. 

(3) Adjustment for Nonbusiness Income, etc. The resulting total sepa- 
rate income of each member of the combined reporting group is then ad- 
justed to remove income items attributable to the member's nonbusiness 
income, and any items of business income which do not constitute com- 
bined report business income of the group. 

(4) Assignment of Expenses to Business and Nonbusiness Income. 
(Reserved). 

(5) Fiscalization to Principal Member's Year. If the accounting period 
of the principal member and one or more of the other members of the 
combined reporting group do not begin and end on the same dates, adjust- 
ments must be made to fiscalize the other members' combined report 
business income and apportionment data in order to assign an appropriate 
amount of those values to the accounting period of the principal member. 
See California Code of Regulations, title 18, section 25106.5-4. 

(6) Alignment of Business Income to Principal Member's Accounting 
Period. The combined report business income of all members aligned to 
the accounting period of the principal member is then aggregated, result- 
ing in total group combined report business income. 

(7) Apportionment of Combined Income, In General. Total group 
combined report business income for the accounting period of the princi- 
pal member is multiplied by the California apportionment percentage of 
each of the taxpayer members of the group, determined under Section 
25128 of the Revenue and Taxation Code, to arrive at each taxpayer 
member's California source combined report business income. That per- 
centage is determined as follows: 

(A) Double or Single Weighted Sales Factor. For most taxpayer mem- 
bers, the total group combined report business income is multiplied by 
the taxpayer member's California apportionment percentage consisting 
of the sum of the taxpayer member's California property factor, the pay- 
roll factor, and twice the sales factor, with that sum divided by four. How- 
ever, if a combined reporting group has more than 50%- of its gross busi- 
ness receipts from a qualified business activity, as defined in Section 
25 1 28 of the Revenue and Taxation Code and the regulations thereunder, 
the taxpayer member's California apportionment percentage consists of 
the sum of the taxpayer member's California property factor, payroll fac- 
tor and sales factor, with that sum divided by three. In the determination 
of whether a single or double-weighted sales factor applies, the gross 
business receipts of the combined reporting group shall be determined on 
the basis of gross business receipts of the accounting period of the princi- 
pal member, using the applicable fiscalization method provided in sub- 
section (c)(5) of this regulation. 

(B) Taxpayer Member's Property, Payroll, and Sales Factors. In the 
application of subsection (c)(7) of this regulation, except as modified un- 
der Section 25137 of the Revenue and Taxation Code: 

1 . The taxpayer member's California property factor is a fraction, the 
numerator of which is that member' s California property, and the denom- 
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inalor of which is the total property of the group everywhere. Property 
values are determined in accordance with Sections 25130 and 23131 of 
the Revenue and Taxation Code, 

(2) The taxpayer member's California payroll factor is a fraction, the 
numerator of which is that member's California payroll, determined un- 
der Section 25 1 33 of the Revenue and Taxation Code, and the denomina- 
tor of which is the total payroll of the group everywhere. 

3. The taxpayer member's California sales factor is a fraction, the nu- 
merator of which that member's California sales, determined under Sec- 
tions 25 134-25 136 of the Revenue and Taxation Code, and the denomi- 
nator of which is the total sales of the group everywhere. In the 
application of Section 25 1 35 of the Revenue and Taxation Code, the term 
"taxpayer" refers to the specific member of the group which transferred 
title to tangible personal property to the purchaser. Thus, if a member of 
the combined reporting group sells goods shipped to a purchaser in 
California, and that member is not taxable in that state, the sale is not as- 
signed to California, even if another member of the combined reporting 
group is taxable in that state. Likewise, if a taxpayer member sells goods 
to a purchaser in another state which are shipped from California, and that 
member is not taxable in the other state, the sale is a California sale, even 
if another member of the combined reporting group is taxable in the other 
state. Except as otherwise provided, in the application of Section 25 1 36 
and sales factor provisions in Section 25 137 (and the regulations respec- 
tively thereunder), for purposes of determining values in the numerator 
of the sales factor, the term "taxpayer" refers to the specific member of 
the group which was entitled to receive the proceeds of the sale. 

(C) Taxpayer Member's California Apportionment Percentage. The 
taxpayer member's California apportionment percentage is the sum of 
that member's California payroll, property, and a double-weighted sales 
factor (or a single-weighted sales factor, if applicable), with that sum di- 
vided by either four or three, as determined under Section 25128 of the 
Revenue and Taxation Code and the regulations thereunder. 

(D) California Source Apportioned Combined Report Business In- 
come. Finally, each taxpayer member multiplies the group's total com- 
bined report business income by its respective taxpayer member's 
California apportionment percentage to arrive at the taxpayer member's 
California source apportioned income. 

(8) Fiscalization to Taxpayer Member's Income Year. If applicable, 
California source combined report business income of a taxpayer mem- 
ber, determined under subsection (c)(7) of this regulation, is then propor- 
tionately assigned to the applicable portion of that member's income 
year, based on the number of months falling within the common account- 
ing period of the principal member. The resulting income from such por- 
tions is then aggregated (or netted) together for the member's income 
year to determine that member's business income from California 
sources attributable to the combined reporting group. (See Cal. Code 
Regs., tit. 18, §25106.5-4.) 

(d) Steps in determining a taxpayer member's income from sources 
within this state, for purposes of imposition of tax. The California source 
income of a taxpayer member of a combined reporting group subject to 
the imposition of the income or franchise tax is determined as follows: 

(1) Total California Business Income. To each taxpayer member's 
California source combined report business income, determined under 
subsection (c) of this regulation, is added (or netted) any other California 
source business income — 

(A) Determined by apportionment of combined report business in- 
come of another combined reporting group of which the taxpayer is a 
member, 

(B) From apportionment of income from a distinct business income 
activity conducted within and without the state wholly by the taxpayer 
member, or 

(C) From a trade or business conducted wholly by the taxpayer mem- 
ber entirely within the state, if any. 

(2) Other CaJifomia Source Items. The amount determined under the 
preceding subsection (d)(1) is increased by or decreased by any — 



(A) California source carryover items as defined in subsection (a)( 1 6) 
of this regulation. 

(B) California source income from the sale or exchange of capital or 
Section 1231 assets, and from involuntary conversions (see Section 
25106.5-2 of Title 18 of the California Code of Regulations) and. 

(C) California source nonbusiness income. 

(3) California Source Net Operating Loss Deduction. The value deter- 
mined under subsection (d)(2) of this regulation is reduced by the mem- 
ber's California source net operating loss carryforward deduction (see 
subsection (e) of this regulation). 

(4) Adjustment of Charitable Contributions. (Reserved). 

(5) Taxpayer Member's California Source Income. The final resulting 
value is the taxpayer member's California source income. 

(e) California Source Net Operating Loss. If the final resulting value 
of subsection (d)(5) of this regulation is a loss for a taxpayer member, that 
taxpayer member has a California source net operating loss (CSNOL). 
The CSNOL is subject to the net operating loss limitations and carryfor- 
ward provisions of Sections 24416, 24416.1. 24416.2, 24416.3 and 
25108 of the Revenue and Taxation Code. If applicable, the CSNOL 
must be recomputed to apply the Water' s-Edge limitation of Section 
24416(c) of the Revenue and Taxation Code. CSNOL. as adjusted, is ap- 
plied as a deduction in a subsequent year only when the taxpayer has 
California source positive net income, whether or not the taxpayer is a 
member of a combined reporting group in the subsequent year (see sub- 
section (d)(3) of this regulation). A CSNOL incurred by one member of 
a combined reporting group cannot be used to reduce the income of any 
other member in a subsequent income year. Whether the CSNOL re- 
sulted from an apportioned business loss or an allocated nonbusiness 
loss, or a combination of both, the CSNOL is a deduction against positive 
California source income in a subsequent year, regardless of the com- 
position of that income as apportioned, allocated or wholly within 
California. 

(0 Tax on Taxpayer Member's California Source Income. The taxpay- 
er member's positive California source income, as determined under 
subsection (d), is multiplied by the applicable tax rate for the income 
year. The minimum franchise tax imposed by Section 23153 of the Reve- 
nue and Taxation Code is then applied, if apphcable. The resulting 
amount is the taxpayer member's regular tax, within the meaning of Sec- 
tion 23455(c) of the Revenue and Taxation Code. 

(g) Years to Which this Regulation Applies. Except for subsection 
(c)(7) (and references to that subsection in other subsections of this regu- 
lation), this regulation shall apply to income years open to adjustment un- 
der applicable statutes of limitation. Except for taxpayers which are 
members of a combined reporting group required to fiscalize their in- 
come, subsection (c)(7) shall apply to income years beginning on or after 
April 22, 1999. For taxpayers which are members of a combined report- 
ing group required to fiscalize the income of its members to the account- 
ing period of the principal member, subsection (c)(7) shall apply to prin- 
cipal member accounting periods beginning on or after April 22, 1999. 
Combined reporting groups required to fiscalize the income of its mem- 
bers for income years beginning April 22, 1 999, may not designate a new 
principal member with a substantial purpose of avoiding application of 
subsection (c)(7). 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25106.5, Revenue and Taxation Code. 

History 

1. New section filed 7-13-99; operative 8-12-99 (Register 99, No. 29). 

2. Amendment filed 1 1-1-2000; operative 12-1-2000 (Register 2000. No. 44). 

3. Change without regulatory effect amending first paragraph and sub.seetions 
(b)(12)(A)l., (b)(12)(C), (c)(l)(A)-(B), (c)(5), (c)(8) and (d)(2)(A) filed 
3-11-2002 pursuant to section 100, title 1, California Code of Regulations 
(Register 2002, No. 11). 

§ 251 06.5-1 . intercompany Transactions. 

(a) In general. 

(1) Purpose. This regulation provides rules for taking into accounl 
items of income, gain, deduction, and loss of members of a combined re- 
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porting group from intercompany transactions. Tiic purpose of this regu- 
lation is to provide rules for reporting intercompany transactions in order 
to clearly reflect the taxable income (and tax liability) of the taxpayer 
members that is allocated or apportioned to California. The general rule 
is one of deferring gains or losses from intercompany transactions in or- 
der to produce the effect of transactions between divisions of a single cor- 
poration. 

(2) Conformity to Treasury Regulation section 1.1502-13. Intercom- 
pany transactions. Except as otherwise provided, this regulation incorpo- 
rates Treasury Regulation section l.L'i02-13, as amended through 
March 17. 1997, to the extent possible consistent with combined report- 
ing principles to enable ease of administration and compliance. This reg- 
ulation does not restate all the provisions of the federal regulation in full, 
a copy of which can be obtained by going to the department's website at 
www.ftb.ca.gov or by mailing the request to the following address: 
California Franchise Tax Board, Legal Branch, Attn: Chief Counsel. 
P.O. Box 1720, Rancho Cordova, CAV'i741-1720), but the methodolo- 
gy of the federal regulation shall apply except as otherwise provided in 
this regulation. Exceptions will arise due to the differences between the 
composition of the federal consolidated group and the combined report- 
ing group, the requirements of California's allocation and apportionment 
provisions, jurisdictional limitations, and treatment of members of a 
combined reporting group as separate entities for many purposes under 
the Revenue and Taxation Code. Further exceptions will arise in those 
instances when Treasury Regulation section 1.1502- 1 3 incorporates by 
reference provisions of the Internal Revenue Code to which California 
has not conformed. Unless explicitly provided otherwise, conformity to 
Treasury Regulation section 1.1502-13 in no way implies conformity to 
any other regulation under section 1502 of the Internal Revenue Code. 

(3) Timing rules as a method of accounting. This regulation applies the 
provisions of Treasury Regulation section 1.1502-13(a)(3), except for 
the reference to Treasury Regulation section 1.1502-17. The rules shall 
apply to all members of the combined reporting group. 

(4) Other Law. Other applicable law (including nonstatutory authori- 
ties) shall apply in addition to the rules of this regulation to the extent that 
this regulation does not exclude such application. 

(A) Non-applicability of section 304 of the Internal Revenue Code. As 
provided in Treasury Regulation section 1.1502-80, section 304 of the 
Internal Revenue Code, to which California conforms pursuant to section 
2445 1 of the Revenue and Taxation Code, does not apply to any acquisi- 
tion of stock of a corporation in an intercompany transaction occurring 
on or after the effective date of this regulation. 

(B) Non-applicability of section 163(e)(5) of the Internal Revenue 
Code. As provided in Treasury Regulation section LI 502-80, section 
163(e)(5) of the Internal Revenue Code, to which California conforms 
pursuant to section 24344 of the Revenue and Taxation Code, does not 
apply to any intercompany obligation (within the meaning of subsection 
(g) of this regulation) issued in an income year beginning on or after the 
effective date of this regulation. 

(C) Non-applicability of section 1031 of the Internal Revenue Code. 
As provided in Treasury Regulation section 1.1502-80, section 1031 of 
the Internal Revenue Code, to which California conforms pursuant to 
section 24941 of the Revenue and Taxation Code, does not apply to any 
intercompany transaction occurring in income years beginning on or af- 
ter the effective date of this regulation. 

(D) Non-applicability of Title 18. California Code of Regulations, 
section 251 10(e). To the extent that the provisions of Regulation section 
251 10(e) are not consistent with the provisions of this regulation, this 
regulation will be controlling and Title 18, California Code of Regula- 
tions, section 251 10(e) shall not be applicable. 

(5) Sourcing. In the income year that intercompany items are taken 
into account, their source shall be determined as if the selling member (S) 
and the buying member (B) are divisions of a single corporation. There- 
fore, such intercompany items are treated as current apportionable busi- 
ness income and apportioned to California in accordance with sections 
25120-25141 of the Revenue and Taxation Code. California law does 
not conform to the federal sourcing rules provided or referenced in Trea- 
sury Regulation section 1.1502-13. 



(A) Sales Factor. 

1 . Sales attributable to intercompany items are not included in S"s sales 
factor either in the year of the transaction or in the year(s) in which such 
intercompany items are taken into account. 

2. Gross receipts from the sale generating B's corresponding item will 
be included in B's sales factor in the year of the sale if otherwise included 
under section 25134 of the Revenue and Taxation Code, unless such 
gross receipts are excluded under Title 18, California Code of Regula- 
tions, section 25137. 

3. Deemed sales under Treasury Regulation section 
1.1 502-1 3(d)(l )(ii) will be disregarded for purposes of the sales factor. 

(B) Property Factor. 

1 . On the date of the intercompany transaction, the property trans- 
ferred from S to B will be included in B's property factor at the original 
cost ( within the meaning of section 25 1 06.5 of the Revenue and Taxation 
Code) to S. 

2. Intercompany rent expense is not included in the property factor. 

3. Intercompany obligations otherwise includable under Title 18, 
California Code of Regulations, sections 25137-4.2 or 25137-10 shall 
not be included in the property factor. 

4. If S's intercompany item is accelerated as a result of S or B no longer 
being members of the same combined reporting group, the value of B's 
property acquired from S in an intercompany transaction will be adjusted 
immediately after the acceleration event to reflect B's original cost (the 
purchase price paid by B to S). 

5. Subsections (a)(5)(B) 1. through 4. above shall apply regardless of 
whether an election is made under subsection (e)(2) of this regulation to 
treat an intercompany transaction on a separate entity basis. 

(6) Overview. The principal rules of this regulation that implement 
single entity treatment are the matching rule of subsection (c) and the ac- 
celeration rule of subsection (d). Under the matching rule. Seller (S) and 
Buyer (B) are generally treated as divisions of a single corporation for 
purposes of taking into account their items from intercompany transac- 
tions. The acceleration rule provides rules for taking the items into ac- 
count if the effect of treating S and B as divisions cannot be achieved (for 
example, if S or B leave the combined reporting group or if the asset 
transferred in the intercompany transaction is converted to nonbusiness 
use). Intercompany items will be treated as current apportionable busi- 
ness income for the year(s) in which the item is taken into account. Sub- 
section (b) of this regulation provides definitions used in the application 
of this regulation. Subsection (e) of this regulation provides simplifying 
rules for certain transactions. Subsections (f) and (g) of this regulation 
provide additional rules for stock and obligations of members. Subsec- 
tions (h) and (j) of this regulation provide anti-avoidance rules and mis- 
cellaneous operating rules. Subsection (i) of this regulation is reserved 
for future use. 

(b) Definitions. For purposes of this regulation: 

(1) Intercompany transactions. 

(A) Except as provided in subsection (b)( 1 )(B), the term "intercompa- 
ny transaction" means a transaction between corporations which are 
members of the same combined reporting group immediately after such 
transaction. "S" is the member transferring property or providing ser- 
vices, and "B" is the member receiving the property or services. Inter- 
company transactions include, but are not limited to — 

1. S's sale of property (or other transfer, such as an exchange or con- 
tribution) to B; 

2. S's performance of services for B, and B's payment or accrual of its 
expenditures for S's performance; 

3. S's licensing of technology, rental of property, or loan of money to 
B, and B's payment or accrual of its expenditures; and 

4. S's distribution to B with respect to S stock. 

(B) The term intercompany transaction does not include transactions 
which produce nonbusiness income or loss to the selling member or in- 
come attributable to a separate business activity of the selling member. 
The term intercompany transaction also does not apply when the asset 
transferred in the transaction is acquired for the buyer's nonbusiness use 
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i)r for the use of a separate business activity of the buyer. For purposes 
ol'this regulation, sucli transactions shall be considered as if between cor- 
porations that are not members of a combined reporting group. 

(2) "Combined reporting group" has the same meaning as defined in 
Title 1 8. California Code of Regulations, section 25 1 06. 5(b)(3). For pur- 
poses oi' this regulation, the members of the combined reporting group 
include: 

(A) Both S and B, when the income and apportionment factors of those 
corporations are properly included in the same combined report for the 
income year of the intercompany transaction; and 

(B) Any affiliated corporation (or portion thereoO whose income and 
apportionment factors are properly included in the same combined report 
in combination with the income and apportionment factors of S and B for 
that income year. 

(3) Intercompany items. 

(A) In general. S\s income, gain, deduction, and loss from an inter- 
company transaction are its intercompany items. For example, S's gain 
from the sale of property to B is an intercompany gain. An item is an inter- 
company item whether it arises directly or indirectly from an intercompa- 
ny transaction. 

(B) Related costs or expenses. S's costs or expenses related to an inter- 
company transaction are included in determining its intercompany items. 

(C) Amounts not yet recognized or incurred. S's intercompany items 
include amounts from an intercompany transaction that are not yet taken 
into account in computing its net income under its separate entity method 
of accounting. 

(4) Corresponding items. B's income, gain, deduction, and loss from 
an intercompany transaction, or from property acquired in an intercom- 
pany transaction, are its corresponding items. If B buys property from S 
and sells it to a nonmember, B's gain or loss from the sale to the nonmem- 
ber is a corresponding gain or loss. An item is a corresponding item 
whether it is directly or indirectly from an intercompany transaction (or 
from property acquired in an intercompany transaction). 

(5) Recomputed corresponding items. The recomputed corresponding 
item is the corresponding item that B would take into account if S and B 
were divisions of a single corporation and the intercompany transaction 
was between those divisions. For example, if S sells property with a $70 
basis to B for $ 100, and B later sells the property to a nonmember for $90, 
B's corresponding item is its $ 1 loss, and the recomputed corresponding 
item is $20 of gain (determined by comparing the $90 sales price with the 
$70 basis the property would have had if S and B were divisions of a 
single corporation). 

(6) Treatment as a separate entity. Treatment as a separate entity 
means treatment without application of the rules of this regulation (other 
than the rules in subsection (a)(4)), but with the application of the other 
combined reporting regulations (as promulgated under the authority of 
section 25106.5 of the Revenue and Taxation Code). "Treatment as a 
separate entity" does not operate to prevent the income or loss taken into 
account under applicable rules for separate entity treatment from being 
properly characterized as combined report business income of the com- 
bined reporting group. 

(7) Divisions of a single corporation. When S and B are treated as divi- 
sions of a single corporation for purposes of this regulation, such divi- 
sional treatment applies only to the unitary, apportionable trade or busi- 
ness operations included in the combined report. For example, neither 
nonbusiness income of S or B, nor income from activities of S or B that 
are excluded from a water' s-edge combined report, will be considered 
for purposes of treating S and B as divisions of a single corporation. 

(8) Deferred Intercompany Stock Account ("DISA"). DISA is the ac- 
counting mechanism that a distributee corporation, which is a member 
of the combined reporting group, will use to report and track non-divi- 
dend distributions in excess of its adjusted basis in the stock of the distrib- 
uting subsidiary corporation, which is a member of the same combined 
reporting group, until this intercompany item is required to be taken into 
account pursuant to this regulation. The balance of each DISA account 
must be disclosed annually on the taxpayer's return. 



(9) Attributes. The attributes of an intercompany item or correspond- 
ing item are all of the item's characteristics, except amount, location, and 
timing, necessary to determine the item's effect on taxable income (and 
tax liability). For purpo.ses of this regulation, "location" does not refer to 
geographical location, but instead refers to location within the combined 
reporting group, i.e.. which member of the combined reporting group 
realizes the item. 

(c) Matching rule. S shall take its intercompany items into account in 
any year where there is a difference between B's corresponding item and 
the recomputed corresponding item. The separate entity attributes of S's 
intercompany items and B's corresponding items are redetermined to the 
extent necessary to produce the same effect on total group combined re- 
port business income as if S and B were divisions of a single corporation, 
and the intercompany transaction was a transaction between dixisions. 
Unless otherwise provided, this regulation applies the matching rule pro- 
visions of Treasury Regulation section 1.1502-13(0. Exceptions will 
arise due to the reasons stated in subsection (a)(2) of this regulation. 

( 1 ) Redetermination of separate entity attributes does not apply to the 
sourcing of the combined report business income. Sourcing of income is 
described in subsection (a)(5) of this regulation. 

(2) Examples: For purposes of the examples in this regulation, unless 
otherwise stated. P. S and B are members of a combined reporting group. 
P owns all of the stock of S and B. Y is a person (as defined by section 
19 of the Revenue and Taxation Code) unrelated to any member of the 
combined reporting group. The income year of all persons is the calendar 
year. 

Example 1 : Intercompany sale of land followed by sale to a nonmem- 
ber. 

(Refer to Treas. Reg. § l.l502-13(c)(7)(ii), example 1.) 

Facts. S holds land with a basis of $70 for use in the trade or business 
of the combined reporting group. On January 1 of Year 1,S sells the land 
to B for $ 1 00. B also holds the land for use in the trade or business of the 
combined reporting group. On July 1 of Year 3, B sells the land to Y for 
$110. 

Definitions. S's sale of the land to B is an intercompany transaction. 
S's $30 gain from the sale to B is its intercompany item, and B's $1 gain 
from its sale to Y is its corresponding item. The total gain of $40 is the 
recomputed corresponding item. 

Timing. Under the matching rule, S takes its intercompany item into 
account in the income year(s) in which there is a difference between B's 
corresponding item and the recomputed corresponding item. If S and B 
were unitary divisions of a single corporation and the intercompany sale 
was a transfer between the divisions, B would succeed to S's $70 basis 
in the land and would have a $40 gain from the sale to Y in Year 3, instead 
of a $ 1 gain. Consequently, S takes no gain into account in Years 1 and 
2, and takes the entire $30 gain into account in Year 3, to reflect the $30 
difference in that year between the $10 gain B takes into account and the 
$40 recomputed gain (the recomputed corresponding item). In accor- 
dance with subsection (j)(4) of this regulation, the earnings and profits 
of S will not reflect S's $30 gain until the gain is taken into account in 
Year 3. 

Apportionment. As would be the case if S and B were unitary divisions 
of a single corporation and the intercompany sale was a transfer between 
the divisions, that transfer will not be reflected in the sales factor in Year 
1. In Year 3, the $1 10 gross receipts from B's sale of the land to Y will 
be included in B's sales factor unless the receipts are excluded pursuant 
to Title 18, California Code of Regulations, section 25137. The land is 
attributable to B after the intercompany sale, and it will be reflected in B's 
property factor at S's $70 original cost basis until it is sold outside the 
combined reporting group in Year 3. This is the result that would have 
occurred had the intercompany transaction been a transfer between uni- 
tary divisions. Both S's $30gain and B's $10 gain will be treated as cur- 
rent apportionable business income in Year 3. 

Example 2: Intercompany sale of depreciable property. 

(Refer to Treas. Reg. § 1.1502-13(c)(7)(ii), example 4.) 
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Facts. On January I of Year 1 . S buys property with a 1 0-year useful 
life for $ 1 00 and begins to depreciate it under tlie straightline method. On 
January 1 of Year 3, S sells the property to B for $ 1 30. B determines that 
the useful life of the property is 10 years from the date of B"s acquisition, 
and also uses the straightline method. Both S and B used the property in 
their unitary trade or business. 

Depreciation through Year 3; intercompany gain. S claims $10 of de- 
preciation for each of Years 1 and 2 and has an $80 basis at the time of 
the sale to B. Thus, S has a $50 intercompany gain from its sale to B ($ 1 30 
sales price - $80 adjusted basis). For Year 3, B has $13 of depreciation 
with respect to its $130 basis. 

Timing. If S and B were divisions of a single entity, that entity would 
modify its useful life of the property based upon the same change in facts 
and circumstances that caused B to determine that the useful life would 
exceed the original 10 year period. Therefore, the recomputed depreci- 
ation for Years 3 through 1 2 would be $8 per year ($80 remaining basis/ 
redetermined 10-year life). S's $50 gain is taken into account to reflect 
the difference for each income year between B's $13 depreciation (B"s 
corresponding item) and the $8 recomputed depreciation. Thus, S takes 
$5 of gain into account in each of Years 3 through 1 2. 

Apportionment. As would be the case if the intercompany sale was a 
transfer between unitary divisions of a single corporation, the transfer 
will not be reflected in the sales factor. The property will be included in 
B's property factor at S's $100 original cost basis regardless of the subse- 
quent depreciation or intercompany gain taken into account. In each year, 
S's intercompany gain and B's depreciation deduction will be included 
in the computation of combined report business income and apportioned 
using the current apportionment percentage for that year. 

Example 3: Intercompany sale followed by installment sale. 

(Refer to Treas. Reg. § 1.1502-13(c)(7)(ii), example 5.) 

Facts. S holds land with a basis of $70 for use in the trade or business 
of the combined reporting group. On January 1 of Year 1 , S sells the land 
to B for $ 1 00. B also holds the land for use in the trade or business of the 
combined reporting group. On July 1 of Year 3, B sells the land to Y in 
exchange for Y's $110 note. The note provides for 24 monthly interest 
payments beginning August 1 of Year 3, and for principal payments of 
$55 in Year 4 and $55 in Year 5. The California apportionment percent- 
age for the combined reporting group was 10% in Year 3, 90% in Year 
4, and 93%i in Year 5. The amount of the installment note is substantial 
in relation to the business activities of the combined reporting group. 
Therefore, because the deferral of gain recognition under the installment 
sale provisions should not substantially change the ultimate amount of 
income apportioned to California, application of section 25137 of the 
Revenue and Taxation Code requires that the installment income be ap- 
portioned using the apportionment percentage from the year in which the 
installment sale occurred. 

Timing and attributes. Under section 453 of the Internal Revenue 
Code and section 24667 of the Revenue and Taxation Code, B's corre- 
sponding items are its $5 gain in Year 4, and its $5 gain in Year 5. B's 
recomputed gain, computed as if the intercompany sale were a transfer 
between unitary divisions, would be $20 in Year 4 and $20 in Year 5. 
Thus, S takes $15 of intercompany gain into account in each of Years 4 
and 5 to reflect the difference between B' s $5 corresponding gain and $20 
recomputed gain. B's interest income on the installment note is not a cor- 
responding item, and is taken into account when accrued in Years 3 
through 5. 

Apportionment. As would be the case if the intercompany sale was a 
transfer between divisions, there will be no effect on the sales factor in 
Year 1, and the $1 10 gross receipts from the sale to Y will be included 
in B's sales factor in Year 3 (assuming that the receipts were not excluded 
pursuant to Title 1 8, California Code of Regulations, section 25 1 37). Be- 
cause the installment sale income is being apportioned to California us- 
ing the apportionment percentage from the year of the sale to Y under 
section 25 1 37 of the Revenue and Taxation Code, both S' s $ 1 5 intercom- 
pany gain and B's $5 corresponding gain for each of Years 4 and 5 will 
be apportioned to California using the 10% apportionment percentage 



from Year 3. The property will be included in B's property factor at S's 
$70 cost basis until it is sold to Y in Year 3. B's interest income accrued 
in Years 3,4 and 5 is current period income and will be apportioned using 
the current apportionment percentages for those years (10%, 90% and 
93%, respectively). 

Example 4: Intercompany sale of installment obligation. 

(Refer to Treas. Reg. § 1.1502-13(c)(7)(ii), example 6.) 

Facts. S holds land with a basis of $70. On January 1 of Year 1 , S sells 
the land to Y in exchange for Y's $100 note, and S reports its gain on the 
installment method under section 453 of the Internal Revenue Code. Y's 
note bears interest at a market rate of interest in excess of the applicable 
federal rate, and provides for principal payments of $50 in Year 5 and $50 
in Year 6. On July 1 of Year 3. S sells Y's note to B for $100, resulting 
in a $30 gain from S's prior sale of the land to Y. Both S's and B's income 
would be considered business income under section 25 1 20(a) of the Rev- 
enue and Taxation Code. The California apportionment percentage for 
the combined reporting group was 8%f in Year 1 , 1 5%f in Year 3, and 90%r 
in Years 5 and 6. The amount of the installment note is substantial in rela- 
tion to the business activities of the combined reporting group. There- 
fore, because the deferral of gain recognition under the installment sale 
provisions should not substantially change the ultimate amount of in- 
come apportioned to California, application of section 25137 of the Rev- 
enue and Taxation Code requires that the installment income be appor- 
tioned using the apportionment percentage from the year in which the 
installment sale occurred. 

Timing and attributes. S's sale of Y's note to B is an intercompany 
transaction, and S's $30 gain is an intercompany gain. S takes $15 of the 
gain into account in each of Years 5 and 6 to reflect the difference be- 
tween B's $0 corresponding gain and B's $15 recomputed gain. S's gain 
continues to be treated as its gain from the sale to Y, and the deferred tax 
liability of each taxpayer member remains subject to the interest charge 
under section 453 A(c) of the Internal Revenue Code (as modified by sec- 
tion 24667 of the Revenue and Taxation Code). 

Apportionment. The $100 gross receipts from the sale of the land to 
Y will be included in S's sales factor in Year 1. When S's gain is taken 
into account in Years 5 and 6, application of section 25137 of the Reve- 
nue and Taxation Code requires that it be apportioned to California using 
the 8%o apportionment percentage from Year 1 . This is the same result 
that would have occurred had the intercompany sale of the installment 
note been a transfer between unitary divisions. 

Worthlessness. Assume that Y's note becomes worthless on Decem- 
ber 1 of Year 3 and B has a $100 loss on a separate entity basis (a $100 
corresponding loss). S takes its $30 gain into account in Year 3 to reflect 
the difference between B's $100 corresponding loss and B's $70 recom- 
puted loss. On a separate entity basis, S's $30 gain would be an install- 
ment gain. However, there would be no net installment income if S and 
B were divisions of a single corporation. Therefore, when the separate 
entity attributes of S's intercompany items and B's corresponding items 
are redetermined under Treasury Regulation section 1. 1 502-1 3(c)(l)(i) 
to produce the same effect as if S and B were divisions of a single corpora- 
tion, both S's $30 gain and B's $100 loss will be apportioned to Califor- 
nia using the 15%f! apportionment percentage from Year 3. 

Example 5: Performance of services by a member for a member. 

(Refer to Treas. Reg. § 1.1 502-1 3(c)(7)(ii). example 7.) 

Facts. S is a driller of water wells. B operates a ranch and requires wa- 
ter to maintain its cattle. During Year 1 . B pays S $ 1 00 to drill an artesian 
well on B's ranch, and S incurs $80 of expenses related to drilling the 
well. B capitalizes its $100 cost for the well, and takes into account $10 
of depreciation deductions in each of Years 2 through 1 1 . If S and B were 
divisions of a single corporation, the $80 costs incurred in drilling the 
well would be capitalized and the depreciation deduction would be $8 in 
each of Years 2 through 1 1 . 

Timing. S has intercompany income of $20 ($1 00 receipts less $80 ex- 
penses). In each of Years 2 through 1 1 . S takes $2 of its intercompany 
income into account to reflect the annual difference between B's $ 10 cor- 
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responding deprccialion deduction and the $8 recomputed depreciation 
deduction. 

Apportionment. As would be tlie case if the services were performed 
between unitary divisions of a single corporation, the transaction will not 
be reflected in the sales factor. If S's expenses related to drilling the well 
included payroll expenses, those expenses would be included in the pay- 
roll factor in Year 1 . When the well is placed in service, it will be included 
in B"s property factor at its capitalized cost to S of $80. In each year. S's 
$2 intercompany income and B's $10 depreciation deduction will be in- 
cluded in current apportionable business income for that year. 

Example 6: Intercompany rental of property. 

(Refer to Treas. Reg. § 1.1302-13(c)(7)(ii). example 8.) 

B operates a ranch that requires grazing land for cattle. S owns land 
adjoining B's ranch. On January 1 of Year 1, S leases grazing rights for 
one year to B for $ 1 00. S takes its $ 1 00 rental income into account in Year 
1 to rellect the $100 difference between B's $100 corresponding rental 
deduction and the $0 recomputed rental deduction. To achieve the effect 
of the rental transaction occurring between unitary divisions of a single 
corporation, the intercompany rental income will not be included in S's 
sales factor. The land will continue to be included in S's property factor 
at its original cost, and B's property factor will not reflect B's rent ex- 
pense related to the land. 

Example 7: Source of income subject to section 863 of the Internal 
Revenue Code. 

(Refer to Treas. Reg. § 1.1 502-1 3(c)(7)(ii), example 14.) 

Facts. S manufactures inventory in the United States, and recognizes 
$75 of income on sales to B in Year 1 . B resells the inventory in Country 
F and recognizes $25 of income on sales to Y, also in Year 1 . 

Timing. Under the matching rule, S's $75 intercompany income and 
B's $25 corresponding income are taken into account in Year 1. 

Apportionment. California law does not conform to the federal sourc- 
ing ailes under section 863 of the Internal Revenue Code except for pur- 
poses of determining the extent to which a corporation's income and ap- 
portionment factors are included in a combined report under section 
25 1 1 0(a)(5) of the Revenue and Taxation Code. Furthermore, subsection 
(c)( 1 ) of this regulation provides that the redetermination of attributes de- 
scribed in Treasury Regulation section 1 . 1 502-1 3(c)( 1 )(i) does not apply 
to the sourcing of California combined report business income. In order 
to achieve the results that would occur if S and B were divisions of a 
single corporation, B's receipts from its sales to Y will be reflected in B's 
sales factor in Year 1. Both S's $75 intercompany income and B's $25 
corresponding item will be treated as current apportionable business in- 
come in Year I . 

(d) Acceleration Rule. S's intercompany items and B's corresponding 
items are taken into account to the extent they cannot be taken into ac- 
count to produce the effect of treating S and B as divisions of a single cor- 
poration. For example, except as provided in subsection (d)( 1 )(B) of this 
regulation, such effect cannot be produced if S and B are no longer in the 
same combined reporting group. Unless otherwise provided, this regula- 
tion applies the acceleration rule provisions of Treasury Regulation sec- 
tion 1 . 1502-1 3(d). Exceptions will arise due to the reasons stated in sub- 
section (a)(2) of this regulation. 

(1) Additional circumstances which will cause the acceleration rule to 
be applied include: 

(A) the asset which was transferred in the intercompany transaction is 
converted to nonbusiness use, or 

(B) see subsection (j)(3) of this regulation for additional acceleration 
rules applicable for corporations partially included in a water' s-edge 
combined reporting group. 

(2) Circumstances not known by end of year. In the event that circum- 
stances which would cause the acceleration rule to be triggered during an 
income year are not known or have not occurred in time for the taxpayer 
members to file an accurate return, it may be necessary to make an esti- 
mate based on avaiJabie information and amend the return at a later date. 

(3) Examples. The acceleration rule of subsection (d) of this regulation 
is illustrated by the following examples. 



Example 1 : Becoming a nonmember. 

(Refer to Treas. Reg. § l.I502-13(d)(3), example 1.) 

Facts. S owns land with a basis of $70, which it uses in the trade or busi- 
ness of the combined reportinggroup. On January 1 of Year 1, S .sells the 
land to B for $ 1 00. B also uses the land for unitary business purposes. On 
July 1 of Year 3, P sells 60% of S's stock to Y and, as a result, S becomes 
a nonmember of the combined reporting group. 

Matching rule. Under the matching rule, none of S's $30 intercompany 
gain is taken into account in Years 1 through 3 because there is no differ- 
ence between B's $0 gain or loss taken into account and the recomputed 
gain or loss. 

Acceleration of S's intercompany items. Once the stock of S is sold. 
S is no longer a member of the combined reporting group and the effect 
of treating the unitary operations of S and B as divisions of a single corpo- 
ration cannot be produced. Therefore, under the acceleration rule of sub- 
section (d) of this regulation, S's $30 gain is taken into account in Year 
3 immediately before S becomes a nonmember. 

California does not conform to the stock basis adjustments required for 
federal purposes by Treasury Regulation section 1.1502-32. F's basis in 
S's stock will be P's original cost, increased by any capital contributions 
and decreased by any returns of capital. 

Apportionment. The intercompany sale is not reflected in the sales fac- 
tor in Year 1 . In Year 3, P's receipts from the sale of S stock may be in- 
cluded in the sales factor if not otherwise excluded under section 25 1 37 
of the Revenue and Taxation Code and the regulations thereunder. The 
land will be included in B's property factor at S's $70 original cost until 
S's intercompany gain is accelerated. Immediately after S's gain is taken 
into account, the $70 value of the land in B's property factor will be 
stepped up to reflect B's $100 cost. S'sintercompany gain will be treated 
as current apportionable business income in Year 3. 

Example 2: Conversion to nonbusiness use. 

Facts. S owns land with a basis of $70 which it holds for use in the trade 
or business of the combined reporting group. On January 1 of Year 1 , S 
sells the land to B for $100. B also uses the land in its trade or business. 
On July 1 of Year 3, B converts the land to a nonbusiness use. 

Acceleration of S's intercompany items. Because the effect of treating 
the unitary operations of S and B as divisions of a single corporation can- 
not be achieved once the land is removed from the unitary trade or busi- 
ness, the acceleration rule causes S to take its $30 gain into account im- 
mediately before the conversion to nonbusiness use takes place. 

Apportionment. If the land had been transferred between divisions of 
a single corporation and then converted to nonbusiness use, those trans- 
actions would have no effect on the sales factor. Thus, neither the inter- 
company sale in Year 1 nor the acceleration of S's intercompany gain in 
Year 3 will be reflected in the sales factor. The land will be included in 
B's property factor at S's $70 original cost until it is converted to nonbus- 
iness use, at which time it will be removed from the property factor. S's 
accelerated intercompany gain will be treated as current apportionable 
business income in Year 3. 

(e) Simplifying Rules. 

(1 ) Unless otherwise provided, this regulation applies the simplifying 
rules of Treasury Regulation section 1.1502-13(e). Differences may oc- 
cur due to non-conformity with federal treatment, such as the treatment 
of bad debt reserves. However, to the extent bad debt reserves are al- 
lowed under the Revenue and Taxation Code, Treasury Regulation sec- 
tion 1. 1502-1 3(e)(2) is applicable. 

(2) Election to treat intercompany transactions on a separate entity ba- 
sis. 

(A) If members of the combined reporting group make a federal elec- 
tion to treat intercompany transactions on a separate entity basis under 
Treasury Regulation section 1.1502-13(e)(3), the taxpayer members 
will be treated as having made a similar election for California purposes, 
unless an election to the contrary is made for California purposes. A sepa- 
rate California election must be made by the taxpayer members to pre- 
vent the federal election from applying for California purposes. A tax- 
payer which is qualified to request federal consent to treat intercompany 
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transactions on a separate entity basis under Treasury Regulation section 
1.1 502- 13(e)(3), but does not so request or is not granted consent by the 
Internal Revenue Service, may not elect such treatment for California 
purposes. 

(B) If the members of the combined reporting group properly report 
transactions on a separate entity basis for federal or foreign national tax 
purposes and subsection (e)(2)(A) of this regulation does not apply, the 
taxpayer members may elect to treat those transactions on a separate enti- 
ty basis for California purposes. The election may be made for all items, 
or for items from a class or classes of transactions. For example, inter- 
company sales of inventory to a controlled foreign corporation included 
in a water" s-edge combined reporting group pursuant to section 
251 10(a)(6) of the Revenue and Taxation Code may be considered a 
class of transactions for which a separate state election may be made. 

(C) Elections described by subsection (e)(2) of this regulation are 
made by reporting the intercompany transactions in the manner required 
by the election on a timely filed original tax return (not an amended re- 
turn) for the first year to which the election is to apply. An election under 
this subsection shall be treated as an accounting method, and shall be ef- 
fective for all intercompany transactions occurring in the year to which 
the election is first applied, and for each year thereafter. 

(D) An election made under subsection (e)(2) of this regulation does 
not apply for purposes of taking into account: 

1. losses and deductions deferred under section 267(f) of the Internal 
Revenue Code, or 

2. items from intercompany transactions with respect to stock or ob- 
ligations of members. 

(0 Stock of Members. 

( 1 ) Unless otherwise provided, this regulation applies the provisions 
of Treasury Regulation section 1.1502-13(0 relating to stock of mem- 
bers; however, the provisions of subsection (0(6) of that section shall not 
apply. 

(A) Exception for distributee member. Treasury Regulation section 
1.1502-13(0(2)(ii) shall not apply to exclude intercompany distribu- 
tions from the gross income of the distributee member. Intercompany 
dividend distributions described by section 301 (c)( 1 ) of the Internal Rev- 
enue Code are included in the income of the distributee member unless 
subject to elimination or deduction under other applicable law. including 
sections 25 106 or 24402 of the Revenue and Taxation Code. The treat- 
ment of intercompany distributions described by section 301(c)(3) of the 
Internal Revenue Code is provided by subsection (0( 1 )(B ) of this regula- 
tion. 

(B) Deferred intercompany stock account (DISA). That portion of an 
intercompany distribution which exceeds California earnings and profits 
and P"s basis in S"s stock (the portion of a distribution described by sec- 
tion 301(c)(3) of the Internal Revenue Code) will create a DISA. In this 
subsection. P is treated like the Buyer (B) for purposes of calculating cor- 
responding and recomputed items. 

The DISA will be treated as deferred income. To the extent of a sale, 
liquidation or any other disposition of shares of the stock, the balance of 
the DISA with respect to such shares will be taken into account as income 
or gain to P even if S and P remain members of the same combined report- 
ing group. The disposition shall be treated as a sale or exchange for pur- 
poses of determining the character of the DISA income or gain. The 
DISA is held by the distributee. 

1. A disposition of all the shares shall be deemed to have occurred if 
either S or P becomes a non-member of the combined reporting group 
or if the stock of S becomes worthless. 

2. Because P's DISA is deferred income and not negative basis, the 
DISA is taken into account upon liquidation, including complete liquida- 
tion into the parent. The deferred income restored as a result of the liqui- 
dation will be taken into account ratably over 60 months unless the tax- 
payer elects to take the income into account in full in the year of 
liquidation. For example, if S liquidates and the exchange of P' s S stock 
is subject to section 332 of the Internal Revenue Code (section 24451 of 
the Revenue and Taxation Code), P's DISA income taken into account 



under subsection (0(1 )(B) of this regulation is recognized over 60 
months, unless an election is made to recognize the deferred income in 
the year of liquidation. Nonrecognition or deferral shall not apply to 
DISA income or gain taken into account as a result of an event described 
in subsection (0(I)(B)1. of this regulation. 

3. If P transfers the stock of S to another member of the combined re- 
porting group, P's DISA income will be an intercompany item and def- 
erred under the rules of this regulation. 

4. If, on the effective date of this regulation, a closing agreement has 
been executed with the Franchise Tax Board to defer income from dis- 
tributions described under section 301(c)(3) of the Internal Revenue 
Code, then such income shall be included in the DISA of the distributee 
member to the extent that it has not already been taken into account in the 
income of the distributee member. Thereafter, the balance of the DISA 
account shall be taken into account under the rules of this regulation. 

5. If P receives an intercompany distribution described by section 
301(c)(3) of the Internal Revenue Code in an income year beginning 
prior to the effective date of this regulation, the taxpayer may request a 
closing agreement under section 19441 of the Revenue and Taxation 
Code that will allow the gain from the distribution to be deferred in a 
manner consistent with the provisions of subsection (0( 1 )(B ) of this reg- 
ulation. The request shall be mailed within one year after the effective 
date of this regulation and within the applicable statutes of limitations on 
deficiency assessments or refund claims for the year of the distribution. 
The request shall describe the parties to the transaction, including federal 
identification numbers, the nature of the distribution, the timing and 
amounts of the income involved, and any other relevant facts. Requests 
shall be mailed to the following address: California Franchise Tax Board, 
Legal Branch, Attn: Chief Counsel, P.O. Box 1720, Rancho Cordova, 
CA 95741-1720. 

(2) Examples. The application of this section to intercompany transac- 
tions with respect to stock of members is illustrated by the following ex- 
amples. 

Example 1: Dividend exclusion and property distribution. 

(Refer to Treas. Reg. § 1.1502-13(0(7), example 1.) 

Facts. S owns land that is used in the trade or business of the combined 
reporting group with a $70 basis and $100 value. On January 1 of Year 
I , P's basis in S's stock is $ 100, and S has accumulated earnings and prof- 
its of $500 from prior years' combined reports of S and P. 

During Year 1, S declares and makes a dividend distribution of the 
land to P. P also uses the land in the unitary business. Under section 
31 1(b) of the Internal Revenue Code, S has a $30 gain. Under section 
301(d) of the Internal Revenue Code, P's basis in the land is $100. 
(California law generally conforms to Internal Revenue Code sections 
301-385 under section 24451 of the Revenue and Taxation Code.) On 
July 1 of Year 3, P sells the land to Y for $1 10. 

Dividend treatment. S's distribution of the land is an intercompany 
distribution to P in the amount of $100. Because the distribution is paid 
out of earnings and profits of S, which have been included in a combined 
report of S and P, it will be eliminated from P's income pursuant to sec- 
tion 25106 of the Revenue and Taxation Code. The payment of the divi- 
dend has no effect on P's basis in the stock of S. 

Matching rule. Under the matching rule (treating P as the buying mem- 
ber and S as the selling member), S takes its $30 intercompany gain into 
account in Year 3 to reflect the $30 difference between P's $10 corre- 
sponding gain ($110-$ 100 basis in the land) and the $40 recomputed 
gain ($1 10-$70 basis that the land would have had if S and P were divi- 
sions). 

Apportionment. The intercompany distribution is not reflected in the 
sales factor in Year 1. In Year 3, unless otherwise excluded, the $110 
gross receipts from P's sale of the land will be included in P's sales factor. 
After the distribution in Year 1 , the land will be included in P's property 
factor at S's $70 original cost basis. Both S's $30 gain and P's $10 gain 
relative to the distributed land will be treated as current apportionable 
business income in Year 3. 

Example 2: Dividends paid from pre-unitary earnings and profits. 
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Facts. The facts are the same as in Example I except that S"s earnings 
and profits from prior combined reports of S and Pis only $10. S also has 
$490 of earnings and profits that arose in years before a unitary relation- 
ship existed between S and P. 

Dividend treatment. Because only $10 of S's distribution was paid 
from earnings and profits attributable to business income included in a 
combined report of S and P, only $ 1 is eliminated under section 25 1 06 
of the Revenue and Taxation Code. The remaining $90 of the dividend 
will be taken into account by P in Year 1 , subject to any applicable deduc- 
tions under sections 24402 or 2441 1 of the Revenue and Taxation Code. 

Matching rule. P\s corresponding item is not its dividend income, but 
its income, gain, deduction or loss from the properly acquired in the inter- 
company distribution. Therefore, none of S's intercompany gain will be 
taken into account in Year 1 . As in Example 1 , S will take its $30 inter- 
company gain into account in Year 3 to reflect the $30 difference be- 
tween P"s $10 corresponding gain and the $40 recomputed gain. 

Apportionment. The apportionment results are the same as in Example 
1 , except that to the extent that the Year 1 dividend is not eliminated under 
section 25 1 06 or deducted under sections 24402 or 244 1 1 of the Revenue 
and Taxation Code, P's dividend income will be treated as current appor- 
tionable business income in Year 1 . The intercompany distribution is not 
included in the sales factor in Year 1 . 

Example 3: Deferred intercompany stock accounts. 

(Refer to Treas. Reg. § 1.1502-13(0(7), example 2.) 

Facts. S owns all of T's stock with a $10 basis and $100 value. S has 
substantial earnings and profits which are attributable to business income 
included in a combined report of S, T and P. T has $10 of accumulated 
earnings and profits, all of which are attributable to business income in- 
cluded in a combined report of S, T and P. On January 1 of Year 1 , S de- 
clares and distributes a dividend of all of the T stock to P. Under section 
31 1(b) of the Internal Revenue Code, S has a $90 gain. Under section 
301(d) of the Internal Revenue Code. P's basis in the T stock is $100. 
During Year 3, T borrows $90 from an unrelated party and declares and 
makes a $90 distribution to P to which section 301 of the Internal Reve- 
nue Code applies. During Year 6, T has $5 of current earnings which is 
attributable to business income included in the combined report of S, T 
and P. On December 1 of Year 9, T issues additional stock to Y and, as 
a result, T becomes a nonmember. 

Dividend elimination. P's $100 of dividend income from S's distribu- 
tion of the T stock, and its $ 1 dividend income from T' s $90 distribution, 
are eliminated from income under section 25106 of the Revenue and 
Taxation Code. 

Matching and acceleration rules. P has no deferred intercompany 
stock account (DISA) with respect to T stock because T's $90 distribu- 
tion did not exceed T's $10 of earnings and profits and $100 stock basis. 
Therefore. P's corresponding item in Year 9 when T becomes a nonmem- 
ber is $0. Treating S and P as divisions of a single corporation, the T stock 
would continue to have a $10 basis after the distribution from S to P. T's 
$90 distribution in Year 3 would first reduce T's $ 10 earnings and profits 
to zero, then reduce the $10 recomputed basis in T stock to zero and 
create a $70 recomputed DISA. T's $5 of earnings in Year 6 does not af- 
fect the amount of the DISA. Because the recomputed DISA would be 
taken into account upon T becoming a nonmember in Year 9, P will have 
a $70 recomputed corresponding item. Under the matching rule, S takes 
$70 of its intercompany gain into account in Year 9 to reflect the differ- 
ence between P's $0 corresponding gain and the $70 recomputed gain. 
S's remaining $20 of gain will be taken into account under the matching 
and acceleration rules based on subsequent events (for example, under 
the matching rule if P subsequently sells its T stock, or under the accelera- 
tion rule if S becomes a nonmember or if the stock of T becomes a non- 
business asset.) 

Apportionment. Neither the distributions in Years 1 and 3, nor T be- 
coming a nonmember in Year 9, have any effect on the sales factor. S's 
$70 intercompany gain will be treated as current apportionable business 
income in Year 9. 

Example 4: Deferred intercompany stock accounts, reverse sequence. 



(Refer to Treas. Reg. § 1.1502-13(0(7). example 2(d).) 

Facts. The facts are the same as in Example 3. except that T borrows 
the $90 and makes its $90 distribution to S before S distributes T's stock 
to P. To the extent of T's $10 earnings and profits. T's distribution to S 
is a dividend and is eliminated under section 25106 of the Revenue and 
Taxation Code. The remaining distribution reduces S's $10 basis in T 
stock to $0, and creates a $70 DISA. Tlie fair market value of T's stock 
after T incurs the $90 debt and distributes the proceeds is $ 1 0. Under sec- 
tion 3 1 1 (b) of the Internal Revenue Code and the provisions of this regu- 
lation, S has an $80 gain from the distribution of T stock to P($ 10 value 
less $0 basis, plus $70 DISA recaptured). Under section 301(d) of the In- 
ternal Revenue Code, P' s initial basis in the T stock is the $ 1 fair market 
value of the stock. T's $5 of earnings in Year 6 has no effect on P's basis 
in the T stock. 

Matching and acceleration rule. P's corresponding item in Year 9. 
when T becomes a nonmember, is $0. Treating S and P as divisions of 
a single corporation, the T stock would continue to have a $0 basis after 
the distribution from S to P. and a $70 balance would remain in the DISA. 
When T becomes a nonmember in Year 9, P must include the amount of 
its DISA in recomputed income, and therefore has a $70 recomputed cor- 
responding item. Under the matching rule, S takes $70 of its intercompa- 
ny gain into account in Year 9 to reflect the difference between P's $0 
corresponding gain and the $70 recomputed gain. S's remaining $10 of 
gain will be taken into account under the matching and acceleration rules 
based on subsequent events. 

Apportionment. Neither the distributions in Year I nor T becoming a 
nonmember in Year 9 have any effect on the sales factor. S's $70 inter- 
company gain taken into account in Year 9 is treated as current apportion- 
able business income in Year 9. 

Example 5: Partial stock sale. 

(Refer to Treas. Reg. § 1.1502-13(0(7), example 2(e).) 

Facts. The facts are the same as in Example 3, except that P sells 10% 
of T's stock to Y on December 1 of Year 9 for $ 1 .50 (rather than T issuing 
additional stock and becoming a nonmember). T's $90 distribution to P 
in Year 3 reduced T's $10 of earnings and profits to $0, then reduced P's 
$100 basis in T stock to $20. Under the matching rule, S takes $9 of its 
gain into account in Year 9 to reflect the difference between P's $.50 loss 
taken into account ($1.50 sale proceeds minus $2 basis) and the $8.50 re- 
computed gain ($1 .50 sales proceeds minus $0 basis plus $7 recomputed 
DISA). 

Apportionment. If not excluded pursuant to Title 18, California Code 
of Regulations, section 25137, the $1.50 gross receipts from P's sale of 
the T stock to Y is included in P's sales factor in Year 9. Both S's $9 gain 
and P's $.50 loss are treated as current apportionable business income in 
Year 9. 

Example 6: Loss, rather than cash distribution. 

(Refer to Treas. Reg. § 1.1502-13(0(7), example 2(0.) 

Facts. The facts are the same as in Example 3, except that T retains the 
loan proceeds and incurs a $90 operating loss in Year 3. The loss results 
in an earnings and profits deficit of $80 forT, but has no effect on P's ba- 
sis in T's stock. Therefore, no DISA is created. T's $5 of earnings in Year 
6 reduces its earnings and profits deficit to $75, but also has no effect on 
the stock basis. Because there is no DISA balance to take into account 
when T becomes a nonmember in Year 9, P' s corresponding item and the 
recomputed item are both $0. Consequently, S's entire $90 intercompany 
gain continues to be deferred pending subsequent events. 

Example 7: Intercompany reorganization. 

(Refer to Treas. Reg. § 1.1502-13(0(7). example 3.) 

Facts. P forms S and B by contributing $200 to the capital of each. Dur- 
ing Years 1 through 4, S and B each accumulate earnings and profits of 
$50, which is attributable to business income included in the combined 
reportsofS, Band P. On January 1 of Year 5, the fair market value of S's 
assets and its stock is $500, and S merges into B in a tax-free reorganiza- 
tion. Pursuant to the plan of reorganization, P receives new B slock with 
a fair market value of $350 and $150 cash. 
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Treatment as a distribution under section 301 of tiie Internal Revenue 
Code. Under Treasury Regulation section 1.1502-13(0(3), P is treated 
as receiving additional B stock with a fair market value of $500. Under 
section 358 of the Interna] Revenue Code, P's basis of the additional B 
stock is $200 (P's basis in the relinquished S stock). Immediately after 
the merger, $ 1 50 of the stock received is treated as redeemed, and the re- 
demption is treated under section 302(d) of the Internal Revenue Code 
as a distribution to which section 301 applies. Under section 381(c)(2) 
of the Internal Revenue Code, B is treated as receiving S"s $50 of earn- 
ings and profits in addition to its own $50 of earnings and profits. There- 
fore. $ 100 of the deemed distribution is treated as a dividend and is elimi- 
nated from income under section 25106 of the Revenue and Taxation 
Code. The remaining $50 of the distribution reduces P"s basis in the B 
stock from $400 to $350. 

Apportionment. The reorganization has no effect on the sales factor. 
After the reorganization, S's property will be reflected in B's property 
factor at S's original cost. 

(g) Obligations of members. 

(1) Unless otherwise provided, this regulation will follow Treasury 
Regulation section 1 .1502- 1 3(g) relating to the obligations of members. 

(2) Example: The application of this section to obligations of members 
is illustrated by the following example. 

Example: Interest on intercompany debt. 

(Refer to Treas. Reg. § 1.1502-13(g)(5), Example 1.) 

Facts. On January 1 of Year l.B borrows $100 from Sin return for B's 
note providing for $10 of interest annually at the end of each year, and 
repayment of $ 1 00 at the end of Year 5. Under their separate entity meth- 
ods of accounting, B accrues a $10 interest deduction annually, and S ac- 
crues $10 of interest income annually. 

Matching rule. Under subsection (g)( 1 ) of this regulation, the accrual 
of interest on B's note is an intercompany transaction. Under the match- 
ing rule. Stakes its $10 of income into account in each of Years 1 through 
5 to reflect the $ 1 difference between B's $10 of interest expense taken 
into account and the $0 recomputed expense. 

Interest offset. Neither S's intercompany interest income nor B's cor- 
responding interest expense are taken into account for purposes of deter- 
mining the interest offset or foreign investment interest offset under sec- 
tion 24344 of the Revenue and Taxation Code. 

Apportionment. S's interest income is not included in the sales factor 
in any of Years 1 through 5. The intercompany loan is excluded from S's 
property factor, even if S is required to include loan balances in its prop- 
erty factor under Title 1 8, California Code of Regulations, section 25 1 37. 

(h) Anti-avoidance rules. If a transaction is engaged in or structured 
with the principal purpose of avoiding the purposes of this regulation (in- 
cluding, for example, avoiding treatment as an intercompany transaction, 
or manipulating the sourcing of income or the occurrence of acceleration 
events), adjustments may be made to carry out the purposes of this regu- 
lation. 

(i) (Reserved.) 

(j) Miscellaneous operating rules. 

Except as otherwise provided, this regulation applies the provisions of 
Treasury Regulation section 1.1502-13(j) relating to miscellaneous op- 
erating rules; in addition, the provisions of subsections (j)(5), (j)(6), and 
(j)(7) of Treasury Regulation section 1.1502-13 shall not apply. 

( 1 ) Subgroups. 

(A) If a change occurs in the composition of the combined reporting 
group, but both S and B either remain members of the same combined 
reporting group or leave the combined reporting group together and re- 
main unitary with each other, such a change alone will not cause S's inter- 
company items to be taken into account under the acceleration rule con- 
tained in subsection (d) of this regulation. 

(B) If the event which causes the combined reporting group to change 
as described in subsection (j)(l )(A) of this regulation also causes S's in- 
tercompany items to be taken into account in a federal consolidated re- 
turn, then S may make an irrevocable election to take those intercompany 
items into account in the same period for California purposes. The elec- 



tion is made by reporting the income, gain, deduction or loss on a timely 
filed original tax return. If this election is not made, then S and B must 
maintain sufficient records to track the intercompany gain or loss which 
has been taken into account for federal purposes but which remains def- 
erred for state purposes. 

(C) Examples. The application of subsection (j)(l) can be illustrated 
by the following examples. 

Example 1 : S and B sold. 

P is the principal corporation in a combined reporting group in v/hich 
S and B are members. P sells S and B to Y, an unrelated entity. S and B 
remain unitary after the sale. The sale of S and B does not cause S's inter- 
company items to be taken into account under the acceleration rule. 
Therefore S's intercompany items will remain deferred until subsequent 
events cause those intercompany items to be taken into account under ei- 
ther the matching rule or the acceleration rule. However, if the sale of S 
and B caused S's intercompany items to be taken into account in the fed- 
eral consolidated return, the taxpayer may elect the same treatment under 
subsection (j)(l)(B) of this regulation by taking the intercompany items 
into account on its timely filed original California return. 

Example 2: S and B excluded by water' s-edge election. 

Assume the same facts as in example 1 , but instead of selling S and B 
to Y, the taxpayer members of the combined reporting group make a wa- 
ter' s-edge election. S and B are foreign corporations and are wholly ex- 
cluded from the water' s-edge combined report as a result of the election. 
Because S and B left the combined reporting group together as a result 
of the water' s-edge election, the water' s-edge election will not cause S's 
intercompany items to be taken into account under the acceleration rule 
if S and B are still unitary immediately after the election. 

(2) Recognition of income from intercompany transactions occurring 
prior to entering the state. 

(A) Intercompany transactions as defined in subsection (b)(1) of this 
regulation shall include those transactions which occur prior to any mem- 
ber becoming taxable in this state if S and B would have been members 
of the same combined reporting group had any unitary member been tax- 
able in this state in the year of the transaction. 

(B) To the extent that intercompany transactions would have qualified 
for an election to be treated on a separate entity basis under subsection 
(e)(2) of this regulation but for the fact that no member of the combined 
reporting group was a California taxpayer in the year in which such an 
election would have been required to be made, a retroactive election un- 
der subsection (e)(2) of this regulation will be deemed made. The deemed 
election shall apply to all intercompany transactions described by sub- 
section (j)(2). 

(C) Examples. The application of this regulation to transactions occur- 
ring prior to entering the state can be illustrated by the following exam- 
ples. 

Example 1 : Sale outside of group after member enters the state. 

Facts. S and B are members of a unitary group which conduct all of 
their business activity in the U.S. Both are members of a federal consoli- 
dated return group. In Year 1. when no member of the group is a Califor- 
nia taxpayer. S sells land with a basis of $ 100 to B for $ 1 1 0. S' s $ 1 gain 
is treated as a deferred intercompany item in S and B's consolidated re- 
turn. The land is used in the unitary business. In Year 2. a member of the 
unitary group becomes taxable in California. Prior to the member becom- 
ing taxable in this state, no event occurred which would have caused the 
intercompany item to be taken into account. In Year 3. B sells the land 
to Y for $130. 

Matching rule. S's sale of the land to B is an intercompany transaction, 
and S's $10 gain is its intercompany item. S takes its intercompany gain 
into account in Year 3 to reflect the $10 difference between B's corre- 
sponding item of $20 from the sale to Y, and the recomputed correspond- 
ing item of $30 ($ 1 30-S 1 00). This is the same result that would have oc- 
curred if S and B were unitary divisions of a single corporation and the 
transaction had been a transfer between divisions prior to the corporation 
becoming taxable witliin this state. 
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Apportionment. The land is included in B's property factor at S's $100 
original cost basis. In Year 3. the $130 gross receipts from B's sale to Y, 
unless otherwise excluded by California Code of Regulations section 
25 1 37, will be included in B's sales factor. S's gain will be treated as cur- 
rent apportionable business income in Year 3. 

Example 2. Retroactive election under subsection (e)(2). 

F^'acts. The facts are the same as in Example 1 , except that S and B do 
not file a consolidated federal return. The Year 1 intercompany transac- 
tion between S and B is reported as a $10 gain on S's separate return for 
federal purposes. An election to treat intercompany transactions between 
S and B on a separate entity basis could have been made if any member 
of the unitary group was a California taxpayer in the year of the transac- 
tion. Therefore, a retroactive election is deemed made under this subsec- 
tion in Year 3, which is the year that S's intercompany item would other- 
wise be taken into account. 

Example 3. S leaves the combined reporting group after a member en- 
ters the state. 

Facts. The facts are the same as in Example 1, except that instead of 
B selling the land, the stock of S is sold in Year 3 and S becomes a non- 
member of the combined reporting group. 

Acceleration rule. Once the stock of S is sold, the effect of treating the 
unitary operations of S and B as divisions of a single corporation cannot 
be achieved. Therefore, under the acceleration rule of subsection (d) of 
this regulation, S's $10 gain is taken into account in Year 3 immediately 
before S becomes a nonmember. 

Apportionment. The land will be included in B's property factor at S's 
$100 original cost basis until S's intercompany gain is accelerated. Im- 
mediately after S's gain is taken into account, the $100 value of the land 
in B's property factor will be increased to reflect B's $1 10 cost. S's inter- 
company gain will be treated as current apportionable business income 
in Year 3. 

(3) Partially included water's-edge corporations. 

(A) Coordination with section 251 10(a)(4) of the Revenue and Taxa- 
tion Code. 

1. If S is a corporation partially included in a water's-edge combined 
reporting group pursuant to section 25110(a)(4) of the Revenue and 
Taxation Code, and S enters into a transaction with another member of 
the water's-edge combined reporting group, the transaction is an inter- 
company transaction if the resulting income, gain, deduction or loss 
would, but for the provisions of this regulation, be included as apportion- 
able business income in the water's-edge combined report under section 
251 10 of the Revenue and Taxation Code. 

2. Except as provided in subsection (j)(3)(A)3. of this regulation, inter- 
company transactions include transactions where B is a corporation par- 
tially included in the combined reporting group immediately after such 
transaction pursuant to section 25 1 1 0(a)(4) of the Revenue and Taxation 
Code, but only to the extent that the object of the intercompany transac- 
tion gives rise to income, gain, deduction or loss which would be in- 
cluded as apportionable business income in the water's-edge combined 
report under section 251 10 of the Revenue and Taxation Code. 

3. The sale, exchange or other transfer of stock of an affiliated corpora- 
tion (as defined by section 25 1 1 0(b)( 1 ) of Title 1 8 of the California Code 
of Regulations) to a corporation partially included in the combined re- 
porting group pursuant to section 25 1 10(a)(4) of the Revenue and Taxa- 
tion Code will not be treated as an intercompany transaction unless the 
stock is considered to be a United States real property interest as defined 
in section 897(c) of the Internal Revenue Code. 

4. Where either S or B was partially included in a water's-edge com- 
bined reporting group pursuant to section 251 10(a)(4) of the Revenue 
and Taxation Code, the intercompany item will be taken into account un- 
der the acceleration rule immediately before any income year in which 
either S or B has no includable income pursuant to section 251 10(a)(4) 
of the Revenue and Taxation Code and is therefore excluded from the wa- 
ter's-edge combined reporting group. If, for any year, the includable in- 
come of S or B pursuant to section 25 1 1 0(a)(4) of the Revenue and Taxa- 
tion Code is insubstantial, the staff of the Franchise Tax Board may 



permit or require the intercompany item to be taken into account under 
the acceleration rule immediately before such year. 

5. Where B is partially included in a water's-edge combined reporting 
group pursuant to section 25110(a)(4) of the Revenue and Taxation 
Code, the acceleration rule will apply to take an intercompany item into 
account to the extent the object of the intercompany transaction ceases 
to give rise to income, gain, loss, or deductions which would be included 
as apportionable business income in the water's-edge combined report 
under section 251 10 of the Revenue and Taxation Code. For example, if 
intangible property gives rise to income includible in the water's-edge 
combined report under section 251 lOof the Revenue and Taxation Code 
while held by B, but a disposition of such property results in foreign- 
source gain or loss under sections 861 through 865 of the Internal Reve- 
nue Code which is not included in the water's-edge combined report, 
then the disposition will trigger application of the acceleration rule to 
take into account S's intercompany items with respect to such property. 

6. Where a sale, exchange or other transfer of stock to a corporation 
included in the water's-edge combined reporting group pursuant to sec- 
tion 251 10(a)(4) of the Revenue and Taxation Code has been treated as 
an intercompany transaction under subsection (j)(3)(A)3. of this regula- 
tion, the acceleration rule will apply to take into account intercompany 
items arising from that intercompany transaction if the stock ceases to be 
a United States real property interest as defined in section 897(c) of the 
Internal Revenue Code. 

(B) Coordination with section 251 10(a)(6) of the Revenue and Taxa- 
tion Code. 

1 . Definition. For purposes of subsection (_j)(3) of this regulation, the 
term "partial inclusion ratio" shall refer to the ratio described in section 
25110(a)(6) of the Revenue and Taxation Code, and the regulations 
thereunder, for determining the includable amount of income and appor- 
tionment factors for a partially included corporation described in section 
251 10(a)(6) of the Revenue and Taxation Code. 

2. A transaction between a corporation included in a water's-edge 
combined reporting group pursuant to section 251 10(a)(6) of the Reve- 
nue and Taxation Code and another member of the combined reporting 
group will be an intercompany transaction to the extent of that corpora- 
tion's section 25 11 0(a)(6) partial inclusion ratio (as provided by section 
251 10(a)(6) of the Revenue and Taxation Code) for the income year. 

3. If both S and B are corporations included in a water's-edge com- 
bined reporting group pursuant to section 251 10(a)(6) of the Revenue 
and Taxation Code, the partial inclusion ratios of both S and B must be 
applied to determine the portion of the transaction that will be treated as 
an intercompany transaction. 

4. Where either S or B is included in a water's-edge combined report- 
ing group pursuant to section 251 1 0(a)(6) of the Revenue and Taxation 
Code, the intercompany item will be taken into account under the accel- 
eration rule immediately before the first income year in which the partial 
inclusion ratio for either S or B is an amount equal to or lower than 50% 
of its partial inclusion ratio for the year of the intercompany transaction. 
Regardless of whether the ratio decreases 50% or more below the inter- 
company transaction year partial inclusion ratio, the acceleration rule 
will apply to take the intercompany item into account if the partial inclu- 
sion ratio is less than 10%. 

5. If subsection (j)(3)(B)4. of this regulation applies, then, as an alter- 
native to the application of the acceleration rule provided by that subsec- 
tion, the taxpayer may elect to have the acceleration rule apply to take 
into account only a proportionate share of the intercompany item relative 
to the amount of the decrease in the partial inclusion ratio. If further de- 
creases in the partial inclusion ratio occur in subsequent years, additional 
portions of the intercompany item shall be taken into account under the 
acceleration rule in proportion to such decreases. However, if in any in- 
come year the partial inclusion ratio is below 10%, any remaining inter- 
company items shall be taken into account and the election provided by 
this subsection shall not apply. The ekclion shall be made by reporting 
the proportionate share of the intercompany item on a timely filed origi- 
nal tax return for the first year in which the partial inclusion ratio de- 
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creases 50*^ or more below the intercompany transaction year partial in- 
clusion ratio. As a condition of this election, the taxpayer must maintain 
books and records sufficient to identify the amounts of intercompany 
items, the annual partial inclusion ratios, and the application of this provi- 
sion to the intercompany items. 

6. Where both S and B are included in a water' s-edge combined re- 
porting group pursuant to section 25 1 10(a)(6) of the Revenue and Taxa- 
tion Code, and the partial inclusion ratios of both S and B decrease .^O'/r 
or more below their respective intercompany transaction year partial in- 
clusion ratios, the acceleration methodology of subsection (j)(3)(B)5. of 
this regulation shall be applied in proportion to the greater of either ( 1) 
the amount of decrease attributable to S or (2) the amount of decrease at- 
tributable to B. 

(C) Separate entity election for transactions with partially included en- 
tities. See subsection (e)(2)(B) of this regulation for application of the 
election to treat transactions on a separate entity basis with respect to 
transactions with partially included entities. 

(D) Examples. The application of this regulation to partially included 
entities in a water"s-edge combined report is illustrated by the following 
examples. 

Example 1: Intercompany sale of land by an entity included pursuant 
to section 25 1 10(a)(4) of the Revenue and Taxation Code. 

Facts. S is a foreign corporation with U.S. branches that are included 
in a water' s-edge combined reporting group pursuant to section 
25 1 1 0(a)(4) of the Revenue and Taxation Code. S has a basis of $70 in 
land which it uses in its U.S. trade or business operations. On January 1 
of Year 1 , S sells the land to domestic corporation B for $ 1 00. On July 
1 of Year 3, B sells the land to Y for $1 10. 

Matching rule. But for the provisions of this regulation, S's $30 gain 
from the sale to B would be treated as U.S. source income and included 
in the water' s-edge combined report under section 25 1 10 of the Revenue 
and Taxation Code. However, the transaction is an intercompany trans- 
action and S's $30 gain is an intercompany item. S takes its intercompany 
item into account under the matching rule in Year 3 to reflect the $30 dif- 
ference for the year between B's corresponding item of $10 and the re- 
computed corresponding item of $40. 

Apportionment. To produce the result that would occur if S and B were 
unitary divisions of a single corporation, the intercompany sale of land 
will not be reflected in the sales factor in Year 1 . In Year 3, unless other- 
wise excluded, the $1 10 gross receipts from B's sale will be included in 
B's sales factor. Tlie land is attributable to B after the sale, and it will be 
reflected in B's property factor at S's $70 original cost basis until it is sold 
outside the water" s-edge combined reporting group in Year 3. Both S's 
$30 gain and B's $10 gain will be treated as current apportionable busi- 
ness income in Year 3. 

Example 2: Intercompany transaction where buyer is an entity in- 
cluded pursuant to section 25110(a)(4) of the Revenue and Taxation 
Code. 

Facts. B is a foreign corporation with a U.S. branch which is included 
in a water' s-edge combined reporting group pursuant to section 
25 1 1 0(a)(4) of the Revenue and Taxation Code. In Year 1 , domestic cor- 
poration S incurs expenses of $300 to provide engineering services to B 
in connection with the renovation of B's U.S. facility. B capitalizes the 
$500 fee which it pays to S for the services and computes depreciation 
on that basis. If S and B were divisions of a single corporation, only the 
$300 in expenses would be capitalized, which would result in smaller de- 
preciation deductions. 

Matching Rule. Because the engineering services are attributable to a 
facility used in the operation of U.S. business activities which give rise 
to income, gain, deduction or loss included in the combined report under 
section 251 10 of the Revenue and Taxation Code, the performance of 
those services is treated as an intercompany transaction. S has intercom- 
pany income of $200 ($500 receipts less $300 expenses). S's intercom- 
pany income will be taken into account in subsequent years based upon 
the difference between B's corresponding depreciation (based on a $500 



basis) and the depreciation recomputed as though S and B were divi sions 
of a single corporation (based on a $300 basis). 

Apportionment. As would be the case if the services were performed 
between unitary divisions of a single corporation, the transaction will not 
be reflected in the sales factor. If S's expenses with respect to the engi- 
neering services include payroll expenses, those expenses would be in- 
cluded in S's payroll factor in Year 1. When the renovated facility is 
placed into service in the unitary business, the $300 capitalized cost of 
the engineering services will be included in B's property factor. In each 
subsequent year, S's intercompany income taken into account and B's 
corresponding depreciation deduction will be treated as current appor- 
tionable business income for that year. 

Example 3; Transaction not related to U.S. activities. 

Facts. Assume the same facts as in Example 2, except that the engi- 
neering services relate to the construction of a plant in Brazil. 

Matching rule. Although B is partially included in the water' s-edge 
combined reporting group under section 251 10(a)(4) of the Revenue and 
Taxation Code, the engineering services do not relate to an asset which 
will give rise to income, gain, deduction or loss which will be included 
in the water' s-edge combined report under section 25 1 10 of the Revenue 
and Taxation Code. Therefore, the performance of services is not treated 
as an intercompany transaction. S's income of $500 and expenses of 
$300 are taken into account in Year 1 . 

Apportionment. Gross receipts of $500 are included in S's sales factor. 

Example 3a: Transaction allocated between U.S. activities and foreign 
activities. 

Facts. Assume the same facts as in Example 2, except that the engi- 
neering services relate to the construction of two plants, one in the U.S. 
and one in Brazil. S's expenses with respect to the engineering services 
are allocated 557f to the U.S. activities under the rules in Treasury Regu- 
lation section 1 .861 . Therefore, 55% of the transaction will be treated as 
an intercompany transaction. 

Matching Rule. S has intercompany income of $110 ($500 receipts 
less $300 expenses, multiplied by 55%). S's intercompany income will 
be taken into account in subsequent years based upon the difference be- 
tween B's corresponding depreciation deduction and the depreciation 
deduction recomputed as though S and B were divisions of a single cor- 
poration. 

Apportionment. Because 45% of the transaction is not treated as an in- 
tercompany transaction. S's $90 of non-intercompany income 
([$500-$300] X 45%) will be treated as current apportionable business 
income in Year 1. Likewise, receipts from engineering services of $225 
($500 X 45%) will be included in S's sales factor in Year 1. The capital- 
ized cost of the engineering services allocated to the U.S. plant is $165 
($300 total cost X 55%). When the U.S. plant is placed into service in the 
unitary business, the $ 1 65 capitalized cost will be included in B's proper- 
ty factor. In each subsequent year, S's intercompany income taken into 
account and B's corresponding depreciation deduction will be treated as 
current apportionable business income for that year. 

Example 4: Asset ceases to give rise to U.S. source income. 

Facts. Assume the same facts as in Example 2, except that the engi- 
neering services relate to the design of specialized equipment which is 
placed in service in B's U.S. facility by the end of Year 1 . On December 
3 1 of Year 4, the equipment is shipped to Germany for use in another 
plant owned and operated by B. 

Matching rule. S has intercompany income of $200 (see computations 
in Example 2), a portion of which is taken into account in Years 2 through 
4 to reflect the difference between B's corresponding depreciation de- 
duction and the depreciation recomputed as though S and B were divi- 
sions of a single corporation. 

Acceleration rule. In Year 4. the equipment ceases to give rise to in- 
come, gain, loss or deductions included in the water' s-edge combined re- 
port under section 25 110 of the Revenue and Taxation Code. Under the 
acceleration rule and subsection (j)(3)(A)5. of this regulation, S's re- 
maining intercompany income is taken into account in Year 4. 
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Apportit)ninont. The apportionment results ol" the iransaetions in 
Years I through 4 are the same as in Example 2. Beeause no gross re- 
ceipts related to the transaction are generated in Year 4, the accelerated 
income is not rellected in the sales factor. 

Example 5. Both Seller and Buyer partially included under section 
25\ i()(a)(4) of the Revenue and Taxation Code. 

S and B are both foreign corporations with U.S. branches that are in- 
cluded in a water' s-edge combined reporting group pursuant to section 
251 l()(a)(4) ofthe Revenue and Taxation Code. S sells equipment which 
it uses in its U.S. trade or business operations to B for a gain. Thereafter, 
the equipment is used in B's U.S. trade or business operations. Except for 
the provisions of this regulation, S"s gain from the sale of equipment 
would be treated as U.S. source income and included in the water' s-edge 
ct)mbined report under section 25 1 1 ofthe Revenue and Taxation Code. 
B's use ofthe equipment gives rise to income, gain, deduction or loss 
which will be included in the water' s-edge combined report under sec- 
tion 2.5 1 10 of the Revenue and Taxation Code. Therefore, because the re- 
quirements of subsections (j)(3)(A)l. and 2. of this regulation are both 
satisfied, S's sale of the equipment to B is treated as an intercompany 
transaction and subject to the rules of this regulation. 

Example 6. Seller excluded from the water' s-edge combined report- 
ing group. 

Facts. S is a foreign corporation which owns 1 00% ofthe stock of affil- 
iated domestic corporations B and RP. RP is a United States Real Proper- 
ty Holding Corporation as defined in section 897(c) ofthe Internal Reve- 
nue Code. In Year 1, S has no income from U.S. activities, and is 
excluded from the water' s-edge combined reporting group of B and RP. 

In Year 2, S sells its stock in RP to B for a gain of $ 1 .000. Because S's 
sale of RPis treated as a disposition of a United States real property inter- 
est as defined by section 897 ofthe Internal Revenue Code, S's income 
and apportionment factors attributable to that sale would, but for the pro- 
visions of this regulation, be included in the water' s-edge combined re- 
port in Year 2. Therefore, the transaction is treated as an intercompany 
transaction. S's intercompany item is its $1 ,000 gain. 

In Year 3, S has no income from U.S. activities, and is again excluded 
from the water' s-edge combined reporting group of B and RP. 

Acceleration Rule. The effect of treating the operations of S and B as 
divisions of a single corporation cannot be achieved once S is excluded 
from the water' s-edge combined reporting group. Therefore, under the 
acceleration rule, S's $1,000 intercompany gain is taken into account in 
Year 2 (immediately before the income year in which S is excluded from 
the combined reporting group). 

Apportionment. Neither the intercompany sale of RP stock nor the ac- 
celeration ofthe intercompany gain is reflected in the sales factor in Year 
2. S's accelerated gain will be treated as current apportionable business 
income in Year 2. 

Example 7: Seller included under section 25 1 1 0(a)(6) of the Revenue 
and Taxation Code. 

Facts. Corporation S is a controlled foreign corporation as defined in 
section 957 of the Internal Revenue Code, and is included in the water' s- 
edge combined reporting group under section 251 10(a)(6) ofthe Reve- 
nue and Taxation Code to the extent of its partial inclusion ratio. In Year 
1 , S sells land with a basis of $500 to domestic corporation B for $600. 
S's partial inclusion ratio for Year 1 is 66%. In Year 5, when S's partial 
inclusion ratio is 75%, B sells the land to Y for $650. At no time in Years 
2 through 4 did S's partial inclusion ratio fall to 33% or lower (50% of 
the Year 1 ratio; see subsection (j)(3)(B)4. of this regulation). 

Matching rule. $66 of S's $100 gain is an intercompany item and is 
deferred ($100 x 66%). The remaining $34 of S's gain is not included in 
the water' s-edge combined report. In Year 5, B has a corresponding gain 
of $50 ($650-$600). For purposes of calculating the recomputed gain, 
S's original cost of $500 is increased by the amount of S's $34 non-inter- 
company gain. Therefore, the recomputed gain would be $116 
($650-$534). S's $66 intercompany gain is taken into account in the wa- 
ter' s-edge combined report in Year 5 to reflect the $66 difference be- 
tween B's $50 corresponding gain and the $116 recomputed gain. 



Apportionment. Gross receipts of $396 from S's sale to B are included 
in the water' s-edge combined report ($600 x bbVc). If S and B were divi- 
sions of a single corporation, the transaction would not be rellected in the 
sales factor. Therefore, the $396 intercompany gross receipts shall be 
eliminated from S's sales factor under subsection (a)(5)(A) of this regula- 
tion. For purposes of B's property factor, the land will be reflected at S's 
cost basis under subsection (a)(5)(B) 1 . of this regulation, adju.sted by any 
gain or loss recognized by S as a result ofthe non-intercompany portion 
ofthe transaction. The net value assigned to the land in B's property fac- 
tor will be $534 ($500 cost basis to S 4- $34 non-intercompany gain). 

Example 8: Buyer included under section 25 1 10(a)(6) ofthe Revenue 
and Taxation Code. 

Facts. On December 31 of Year I, domestic corporation S sells land 
with a basis of $500 to corporation B for $600. Corporation B is a con- 
trolled foreign corporation as defined in section 957 ofthe Internal Reve- 
nue Code, and is included in the water' .s-edge combined reporting group 
under section 251 10(a)(6) ofthe Revenue and Taxation Code to the ex- 
tent of its partial inclusion ratio. B's partial inclusion ratio for Year I is 
66%. On December 3 1 of Year 5. when B's partial inclusion ratio is 757f , 
B sells the land to Y for $650. At no time in Years 2 through 4 did B's 
partial inclusion ratio fall to 337f or lower (50%* of the Year 1 ratio). 

Matching rule. $66 of S's $ 1 00 gain ($ 1 00 x 66%) is an intercompany 
item and is deferred. S's remaining $34 gain is taken into account current- 
ly in Year 1 . In Year 5, B has a corresponding gain of $50 ($650-$600). 
For purposes of calculating the recomputed gain, S's original cost of 
$500 is increased by the amount ofthe $34 non-intercompany gain taken 
into account by S. Therefore, the recomputed gain would be $116 
($650-$534). S's $66 intercompany gain is taken into account in the wa- 
ter' s-edge combined report in Year 5 to reflect the $66 difference be- 
tween B's $50 corresponding gain and the $116 recomputed gain. 

Apportionment. Unless otherwise excluded. S's sales factor in Year 1 
will reflect gross receipts of $204 from the non-intercompany portion of 
the sale to B. The remaining $396 ($600 sales price x 66%) will be elimi- 
nated from S's sales factor under subsection (a)(5)(A) of this regulation. 
The valuation of the land for purposes of B's property factor is S's cost 
basis adjusted by any gain or loss recognized by S as a result ofthe non- 
intercompany portion of the transaction. The net value assigned to the 
land will be $534 ($500 cost basis to S -f- $34 non-intercompany gain). 
The $534 valuation will be included in B's property factor to the extent 
of B's partial inclusion ratio for that year. For example, if B's partial in- 
clusion ratio was 50% in Year 2, the land would be reflected in B's prop- 
erty factor for Year 2 at $267 ($534 x 50%). In Year 5, unless otherwise 
excluded, $487.50 gross receipts from B's sale of the land to Y will be 
reflected in B's sales factor ($650 sales price to Y x 75% Year 5 partial 
inclusion ratio). 

Example 9: Both Seller and Buyer included under section 25 1 1 0(a)(6) 
of the Revenue and Taxation Code. 

Facts. Assume the same facts as in Example 8, except that S is also a 
controlled foreign corporation as defined in section 957 of the Internal 
Revenue Code, and is included in the water' s-edge combined reporting 
group under section 251 10(a)(6) of the Revenue and Taxation Code to 
the extent of its partial inclusion ratio. S's partial inclusion ratio for Year 
1 is 80%. On December 31 of Year 5, when S's partial inclusion ratio is 
60%, B sells the land to Y for $650. At no time in Years 2 through 4 did 
S's partial inclusion ratio fall to 40% or lower (507f of S's 80% Year 1 
ratio). 

Matching rule. $52.80 of S's $100 gain ($100 x S's 80% Year 1 ratio 
x B's 66% Year 1 ratio) is an intercompany item and is deferred. Of S's 
remaining $47.20 non-intercompany gain, $27.20 is currently taken into 
account in Year 1 ($100 total gain x S's 80% Year 1 ratio = $80 of total 
gain includable in water' s-edge combined report; less $52.80 deferred 
intercompany portion); $20 of non-intercompany gain is not included in 
the water' s-edge combined report. In Year 5. B has a corresponding gain 
of $50 ($650-$600). For purposes of calculating the recomputed gain, 
S's original cost of $500 is increased by the amount of S's $47.20 non-in- 
tercompany gain. Therefore, the recomputed gain would be $102.80 
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($650 sales price -$547.20 recompLited basis). S's $52.80 intercompany 
gain is taken into account in tiie water's-edge combined report in Year 
5 to retlect the $52.80 difference between B's $50 corresponding gain 
and the $102.80 recomputed gain. 

Apportionment. Gross receipts of $480 from S's sale to B ($600 x S's 
807( Year 1 ratio) are included in the water' .s-edge combined report. Of 
that amount, $31 6.80 ($480 x B's 66'7r Year 1 ratio) is attributable to the 
intercompany transaction and will be eliminated from S's sales factor un- 
der subsection (a)(5)(A) of this regulation. Unless otherwise excluded. 
S's sales factor will continue to reflect the remaining gross receipts of 
$163.20. In Year 5. unless otherwise excluded, $487.50 gross receipts 
from B's sale of the land to Y ($650 x B's 157c Year 5 ratio) will be re- 
flected in B's sales factor. 

The valuation of the land for purposes of B's property factor is S's cost 
basis in the land adjusted by any gain or loss recognized by S as a result 
of the non-intercompany portion of the transaction. The net value as- 
signed to the land will be $547.20 ($500 cost basis to S + $47.20 non-in- 
tercompany gain). The $547.20 valuation will be included in B's proper- 
ty factor to the extent of B's partial inclusion ratio for that year. For 
example, if B's partial inclusion ratio was 50'7f in Year 2. the land would 
be reflected in B's property factor for Year 2 at $273.60 ($547.20 x 50% ). 

Example 1 0: Intercompany transaction between Seller included under 
section 25 1 1 0(a)(4) and Buyer included under section 25 1 1 0(a)(6) of the 
Revenue and Taxation Code. 

Facts. S is a foreign corporation with a U.S. branch which is included 
in the water's-edge combined reporting group under section 25 1 10(a)(4) 
of the Revenue and Taxation Code. B is a controlled foreign corporation 
as defined in section 957 of the Internal Revenue Code, and is included 
in the water's-edge combined reporting group under section 251 10(a)(6) 
of the Revenue and Taxation Code to the extent of its partial inclusion 
ratio. In Year 1 , S sells land with a basis of $800 which it used in its U.S. 
trade or business activities to B for $1,000. B's partial inclusion ratio in 
Year 1 is 60'7f . In Year 4, when B's partial inclusion ratio is 65%. B sells 
the land to Y for $1,1 00. At no time in Years 2 or 3 did B's partial inclu- 
sion ratio fall to 30% or lower (50% of B's 60%f Year 1 ratio). 

Matching rule. Except for the provisions of this regulation, S's $200 
gain from the sale to B would be treated as U.S. source income and in- 
cluded in the water's-edge combined report; therefore, the requirements 
of subsection (j)(3)(A)l. of this regulation are satisfied. $120 of S's gain 
($200 total gain x B's 60%; partial inclusion ratio) is an intercompany 
item and is deferred. S's remaining $80 non-intercompany gain is taken 
into account in the water's-edge combined report in Year 1. In Year 4, 
B has a corresponding gain of $100 ($1,100-$1,000). For purposes of 
calculating the recomputed gain, S's original cost of $800 is increased by 
the amount of the $80 non-intercompany gain taken into account by S. 
Therefore, the recomputed gain would be $220 ($1,100 sales price - 
$880 recomputed basis). S's $120 intercompany gain is taken into ac- 
count in the water's-edge combined report in Year 4 to reflect the $120 
difference between B's $100 corresponding gain and the $220 recom- 
puted gain. 

Apportionment. Unless otherwise excluded, S's sales factor in Year 1 
will reflect gross receipts of $400 from the non-intercompany portion of 
the sale to B. The remaining $600 ($1 ,000 sale price x 60%^) will be elimi- 
nated from S's sales factor under subsection (a)(5)(A) of this regulation. 
The valuation of the land for purposes of B's property factor is S's cost 
basis adjusted by any gain or loss recognized by S as a result of the non- 
intercompany portion of the transaction. The net value assigned to the 
land will be $880 ($800 cost basis to S -i- $80 non-intercompany gain). 
The $880 valuation will be included in B's property factor to the extent 
of B's partial inclusion ratio for that year. For example, if B's partial in- 
clusion ratio was 55%; in Year 2, the land would be reflected in B's prop- 
erty factor for Year 2 at $484 ($880 x 55%)). In Year 4, unless otherwise 
excluded, $7 1 5 gross receipts from B's sale of the land to Y ($ 1 , 1 00 sales 
price to Y X B's 65%o Year 4 partial inclusion ratio) will be reflected in 
B's sales factor. 



Example 1 1 : Depreciable asset sold to buyer partially included under 
section 251 10(a)(6) of the Revenue and Taxation Code. 

Facts. On January 1 of Year 1 . domestic corporation S buys equipment 
with a 10-year useful life for $ 100 and begins to depreciate it using the 
straightline method. On January 1 of Year 6, S sells the equipment to B 
for $60. B is a controlled foreign corporation partially included in the 
combined reporting group under section 25 1 10(a)(6) of the Revenue and 
Taxation Code. B's partial inclusion ratio is 40%f in Year 6. B determines 
that the useful life of the equipment is 5 years from the date it was ac- 
quired by B. 

Depreciation through Year 5, intercompany gain in Year 6. S claims 
$ 1 of depreciation for each of Years 1 through 5, and has a $50 basis at 
the time of the sale to B. Thus, S has a $ 1 gain from its $60 sale to B in 
Year6. $4of S'sgain is an intercompany gain ($10gainxB"s40% partial 
inclusion ratio) and is deferred. S's remaining $6 non-intercompany gain 
is taken into account currently in Year 6. 

Matching rule. In each of Years 6 through 10. B's corresponding item 
is its $ 1 2 depreciation deduction ($60 basis / 5-year life). If S and B were 
divisions of a single corporation, the recomputed depreciation deduction 
would be the $10 annual depreciation for Years 6 through 10 based on 
S's $ 1 00 basis, plus an additional $ 1 .20 of depreciation attributable to the 
$6 increase in basis resulting from S's non-intercompany gain ($6 non- 
intercompany gain / 5-year remaining life). Thus, in each of Years 6 
through 10, S will take $.80 of its intercompany gain into account to re- 
flect the difference between B's $1 2 corresponding depreciation and the 
$11. 20 recomputed depreciafion. 

Apporfionment. Unless otherwise excluded, S's sales factor in Year 6 
will reflect gross receipts of $36 from the non-intercompany portion of 
the sale to B. The remaining $24 ($60 x B's 40%> partial inclusion ratio) 
will be eliminated from S's sales factor under subsection (a)(5)(A) of this 
regulation. The valuauon of the equipment for purposes of B's property 
factor is S's cost basis of $100. (Because S's $10 total gain from the sale 
to B does not exceed the depreciation already deducted by S with respect 
to the equipment, the basis is not adjusted by the non-intercompany gain. 
If the total gain had exceeded the amount of depreciation already de- 
ducted by S, then the valuafion of the property in B's property factor 
would be increased by the 60%- non-intercompany portion of the excess 
gain.) The $100 valuauon will be included in B's property factor in each 
year to the extent of B ' s partial inclusion ratio for that year. For example, 
the equipment would be reflected in B's property factor in Year 6 at $60 
($100 X 60%)). In each of Years 6 through 10, S's $.80 intercompany gain 
will be treated as current apportionable business income. B's $12 de- 
preciation deduction will be included in combined report business in- 
come in each year to the extent of B' s partial inclusion ratio for that year. 
For example, $7.20 of B's depreciation deducdon would be included in 
combined report business income in Year 6 ($ 1 2 depreciation deduction 
X 60% partial inclusion ratio). 

Example 12: Decreasing partial inclusion ratio. 

Facts. Assume the same facts as in Example 8, except that B does not 
sell the land to Y in Year 5. In Year 6, B's partial inclusion ratio is 25%-, 
a 62%) decrease from B's Year 1 ratio of 66% (41%; difference between 
66%o Year 1 ratio and 25% Year 6 ratio, divided by 66%! Year 1 ratio, 
equals 62%;). 

Acceleration rule. Under subsection (j)(3)(B)4. of this regulation, the 
acceleration rule will apply to take S's intercompany gain of $66 into ac- 
count in Year 5 (immediately before the income year in which B's partial 
inclusion ratio falls below the 50% threshold). 

Example 13: Election made under subsection (j)(3)(B)5. of this regu- 
lation. 

Facts. Assume the same facts as in Example 1 2, except that the taxpay- 
er elects under subsection (j)(3)(B)5. of this regulation to have the accel- 
eration rule apply to take into account only a proportionate share of the 
intercompany item. B's partial inclusion ratio is 33% in Year 7, 16%; in 
Year 8, and S% in Year 9. 
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Acceleration rule. In Year 6, $40.92 of S's inlercompany gain would 
he taken into account ($66 intercompany gain multiplied by the 627r pro- 
portionate decrease between B's 66^^ Year 1 ratio and B's 259c Year 6 
ratio). B's partial inclusion ratio rose in Year?; but the Year 8 partial in- 
clusion ratio represented a new low point. At 1 6Vc. the Year 8 partial in- 
clusion ratio was IbVr below the Year 1 ratio of 66% (30% difference be- 
tween 667f Year 1 ratio and 167f Year 8 ratio, divided by 66% Year 1 
ratio, equals 76% ). Accordingly. $9.24 of S's intercompany gain would 
be taken into account in Year 8 ($66 intercompany gain x 14% incremen- 
tal difference between 7ti9r decrease and the 62% decrease that was pre- 
viously recognized). In Year 9, B's partial inclusion ratio fell below the 
\07( iloor. so S's remaining intercompany gain of $15.84 is taken into 
account. 

(4) Earnings and profits. The timing ailes of this regulation apply to 
the calculation of California earnings and profits. Therefore, the Califor- 
nia earnings and profits of S will not reflect S's intercompany items until 
those items are taken into account under this regulation. 

(5) Foreign country operations. To the extent that foreign country op- 
erations are included in the combined report, and the corporations engag- 
ing in those operations are not required to report intercompany transac- 
tions under a similar deferral method for federal income tax purposes or 
any other purposes, then intercompany transactions involving those for- 
eign operations may be reported using the method used for consolidated 
financial reporting purposes if that method reasonably reflects income 
and approximates the result that would be obtained from use of the rules 
in this regulation. However, adjustments may be permitted or required 
for any transaction or series of transactions for which the financial report- 
ing method does not produce a result which reasonably approximates the 
results that would have been obtained under this regulation. 

(6) (Reserved for pass-through entity rules.) 

(7) If the taxpayer fails to disclose its DISA balance on its annual tax 
return, the staff of the Franchise Tax Board may, in its discretion, require 
the amounts in the undisclosed DISA accounts to be taken into account 
in part or in whole in any year of such failure. 

(8) Recordkeeping. Intercompany and corresponding items shall be 
reflected on permanent books and records (including work papers). See 
also Title 18, California Code of Regulations, section 19141.6. 

(k) Effective date. This regulation applies to intercompany transac- 
tions occurring on or after January 1, 2001. 

NOTH: Authority cited: Sections 19503 and 25106.5, Revenue and Taxation Code. 
Reference: Section 25106.5-1, Revenue and Taxation Code. 

History 
1. New section filed 12-28-2000; operative 1-1-2001 pursuant to Government 

Code section 1 1343.4(d) (Register 2000. No. 52). 

§ 25106.5-2. Capital, Section 1231 of the Internal Revenue 
Code, and Involuntary Conversion Gains and 
Losses. 

(a) Gains or losses from the sale or exchange of a capital asset (or gains 
or losses treated as capital gains or losses under Subchapter P of Chapter 
1 of Subtitle A of the Internal Revenue Code (hereafter also described as 
capital gains and losses)), property described by Section 1231(a)(3) of 
the Internal Revenue Code (Section 1231 property), or property subject 
to an involuntary conversion shall be removed from the total separate net 
income of each member of a combined reporting group and shall be ap- 
portioned and allocated as provided in this regulation. Any remaining 
combined report business income shall be apportioned to the taxpayer 
members without regard to gains or losses described by this subsection. 
However, the effect of removal of such gains and losses from the total 
separate net income of the members shall not by itself have an effect upon 
the apportionment factors of the group or any of its members. 

Example: Assume a member of a combined reporting group sells prop- 
erty that gives rise to a capital gain which constitutes a "sale" within the 
meaning of section 25120(e) of the Revenue and Taxation Code. That 
sale will be reflected in the sales factor (unless otherwise excluded by op- 
eration of Section 251 37), notwithstanding the fact that the capital gains 
are subject to the special rules prescribed by this regulation. 



(b) Before any netting of gains and losses from the sale or exchange 
of assets in the classes of long or short term capital assets. Section 1 231 
property, or property subject to an involuntary conversion, such gains 
and losses are classified as business income or loss, or nonbusiness in- 
come or loss, as the case may be. 

(c) Each member's combined report business income resulting from 
gains and losses from the sale or exchange of capital assets. Section 1 23 1 
property, and involuntary conversions are then assigned to the account- 
ing period of the principal member in accordance with the procedures of 
Section 25I06.5-4(a) through (c) of the California Code of Regulations. 
All of the members' business gains and losses in each class are aggre- 
gated and then apportioned, before netting of gain or loss between 
classes, to each taxpayer member using the apportionment factors appli- 
cable to the rest of the members' combined report business income, to ar- 
rive at the taxpayer member's California source gain or loss, for the re- 
spective class of income or loss. The resulting California source gain or 
loss for each respective class is then adjusted to align such income to the 
income year of the taxpayer member to which it relates in accordance 
with the procedures of Section 25106.5-4(d) of the California Code of 
Regulations. 

(d) Nonbusiness gains and losses from the sale or exchange of capital 
assets. Section 1 23 1 property, and involuntary conversions which are al- 
located to California, and business gains and losses from such transac- 
tions which are apportioned to California (including business gains and 
losses from other combined reporting groups, if any), are then netted by 
each taxpayer member using the rules of Sections 1 23 1 and 1 222 of the 
Internal Revenue Code, without regard to any of the taxpayer member's 
gains or losses from the sale or exchange of capital assets. Section 1231 
property, and involuntary conversions which are sourced to another 
state. 

(e) Any California source net Section 1 23 1 gain of a member produced 
in the application of the preceding subsection (d) shall be treated as 
California source ordinary income to the extent that the taxpayer member 
had California source Section 1231 losses in preceding income years, in 
accordance with the provisions of Section 1231(c) of the Internal Reve- 
nue Code. 

(0 Any resulting California source income (or loss, if the loss is not 
subject to the limitations of Section 1211 of the Internal Revenue Code) 
of a taxpayer member produced by the application of the preceding sub- 
sections of this regulation shall then be applied to all other California 
source income or loss of that member. 

(g) Capital Loss Carryforward. Any resulting California source net 
capital loss, which is required to be carried forward under the rules of 
Section 1212, Internal Revenue Code, as modified by Section 24990.5, 
Revenue and Taxation Code, shall be treated by the taxpayer member as 
a California source short-term capital loss for the applicable member's 
income year of the carryover. 

(h) This regulation shall apply to all income years open to adjustment 
under applicable statutes of limitation. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25106.5, Revenue and Taxation Code. 

History 

1. New section filed 7-13-99; operative 8-12-99 (Register 99, No. 29). 

2. Amendment of subsections (a), (d) and (g) filed 11-1-2000; operative 
12-1-2000 (Register 2000, No. 44). 

§ 25106.5-3. Accounting Methods and Elections. 

(a) Except as otherwise provided by this regulation or other regula- 
tions under Section 25106.5 of the Revenue and Taxation Code, the tax- 
payer members of a combined reporting group may elect to determine the 
total separate net income of each member of the group under accounting 
methods and other elections as authorized by Division 2, Part 1 1 of the 
Revenue and Taxation Code, independently of the total separate net in- 
come of other members of the combined reporting group. 

(1) Once an accounting method or other election is made for each 
member, that member's net income must be consistently treated in all 
combined reports which characterize that income as combined report 
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business income. In tiie event that the taxpayer members do not file in a 
consistent manner, the Franchise Tax Board may, in its discretion, re- 
solve the inconsistency as it deems necessary or appropriate, taking into 
account the totality of facts and circumstances relating to the applicable 
accounting methods or elections. 

Example: Corporations A, B, and C are members of a combined re- 
porting group. Corporations A and B are taxpayer members of the group. 
Corporations A and B do not elect to file a group return. In the combined 
report which Corporation A attaches to its return. Corporation A com- 
putes Corporation C's income by electing to expense research and devel- 
opment expenditures. However, in the combined report which Corpora- 
tion B attaches to its return. Corporation B computes Corporation C's 
income by electing to capitalize research and development expenditures. 
Because Corporations A and B did not determine Corporation C's in- 
come consistently, in an audit examination, the Franchise Tax Board may 
resolve the consistency in any manner which it deems appropriate, taking 
into account the totality of facts and circumstances of the election. 

(2) Once an accounting method or election is applied to income in- 
cluded in a combined report, the election is irrevocable (unless expressly 
revocable under the applicable provisions of Division 2. Part 1 1 of the 
Revenue and Taxation Code). If, under the provisions of Division 2. Part 
1 1, an accounting method or election must continue to be applied in a 
subsequent tax period, the accounting method or election made in the tax 
period of the election shall apply to the net income of that member in such 
subsequent period. This subsection shall also apply with respect to that 
member if it joins another combined reporting group or later becomes a 
taxpayer which is not a member of a combined reporting group. 

(b) In the event of an audit examination (represented by a notice of 
additional tax proposed to be assessed, a notice of proposed overpay- 
ment, notice of action on a claim for refund, or a letter from the tax auditor 
regarding a computational effect which does not result in a current year 
adjustment (e.g., a computation of net operating loss carryover)) which 
determines that a corporation, which is not itself a California taxpayer, 
was erroneously excluded from the combined reporting group, the tax- 
payer members of the combined reporting group may elect to determine 
the net income of that corporation under accounting methods and other 
elections as authorized by Division 2, Part 1 1 of the Revenue and Taxa- 
tion Code, whether or not such accounting methods or other elections are 
otherwise required to be made on a timely filed return. For an election 
under this subsection to be effective, all taxpayer members must agree 
to the same accounting method or other election for the erroneously ex- 
cluded entity. 

(1 ) The election described in subsection (b) of this regulation cannot 
be made if the erroneously excluded entity was obligated to file a U.S. 
income tax return, and made an election on its U.S. return with respect 
to the available election or accounting method. In such case, the federal 
election or accounting method shall apply. 

(2) Time for making a subsection (b) election. An election or a selec- 
tion of an accounting method under subsection (b) of this regulation 
should ordinarily be made during the course of the audit examination, so 
that the results of that election can be reflected in the applicable notice 



relating to the examination. However, except for claims for refund, the 
election or accounting method authorized under this subsection must be 
made no later than 60 days after the date of the applicable notice, and such 
election or accounting method must be clearly specified. The Franchise 
Tax Board may extend such 60-day period for good cause, not to exceed 
1 80 days. In the case of a claim for refund which includes an erroneously 
excluded entity in the combined reporting group, a request for a subsec- 
tion (b) election must be included in the claim itself or presented before 
issuance of the notice of action on the claim. Information to substantiate 
the effect of the election or accounting method shall be provided within 
a reasonable time after the election under this subsection is made. 

(3) Elections made under subsection (b) of this regulation may be 
made on a protective basis, contingent upon a final determination that the 
excluded member was properly included in the combined reporting 
group, and do not operate as a concession that the inclusion of the corpo- 
ration in the combined reporting group was correct. In the event of a pro- 
tective election, substantiation of the effect of the election may be def- 
erred until the final determination is made whether the excluded member 
was properly included in the combined reporting group. However, the 
members of the combined reporting group (as determined) must retain 
all records to substantiate the effect of the election, under Section 
1 9 1 4 1 .6 of the Revenue and Taxation Code and the regulations thereun- 
der, and assumes the effects described therein associated with failure to 
retain the appropriate records. 

(4) An election under subsection (b) of this regulation shall only be in- 
voked for the first set of income years under examination, in the first year 
for which the erroneously excluded member's accounting method or 
election is applicable. 

Example: Taxpayer was under a single audit examination for income 
years 1992. 1993, and 1994. In the course of the examination, the auditor 
proposed to include Corporation A, a nontaxpayer, in the combined re- 
porting group. Had Corporation A been originally included in the com- 
bined reporting group, the taxpayer would have been able to make an 
election to expense research and development costs on behalf of Corpo- 
ration A. The first year in which such eligible costs were incurred was 
1993. The taxpayer did not contest the inclusion of Corporation A in the 
combined reporting group, and did not invoke this subsection to elect to 
expense such costs. The taxpayer was reexamined for income years 
1995, 1 996, and 1 997, and the auditor again proposed to include Corpo- 
ration A in the combined reporting group. The taxpayer cannot invoke 
this section to expense research and development costs for 1995-1997, 
and may only apply for permission to change that method on a timely ba- 
sis for a current income year. 

(5) In the event that an audit examination determines that a California 
taxpayer, which had previously filed a California return, was erroneously 
excluded from the combined reporting group, the accounting methods 
and elections reflected in the return of that taxpayer shall continue to ap- 
ply. 

(c) This regulation shall apply to income years open to adjustment un- 
der applicable statutes of limitation. 
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Noii:: Authorily cited: Section ly.'iO.^, Revenue and Taxation Code. Reference: 
Section 25106.5, Revenue and Taxation Code. 

History 

1 . Change without regulatory effect renumbering former section 25 1 37-6 to sec- 
tion 2.5106.5-3 and amending subsection (e)(1) and Non. filed 2-14-95 pur- 
suant to section 100, title 1, California Code of Regulations; operative 3- 13-95 
(Rcgistcr95, No. 7). 

2. Renumbering of former section 25106.5-3 to new section 25106. 5-lOand new 
section riled^7- 13-99: operative 8-12-99 (Register 99. No. 29). 

§25106.5-4. Fiscalization. 

(a) If the accounting period of a principal member and one of the other 
niemhers of a combined reporting group do not begin and end on the 
same dates, adjustments must be made to the other members" combined 
report business income and apportioninent data to assign an appropriate 
amount of those values to the accounting period of the principal member 
in order for total group combined report business income to be appor- 
tioned. Hach member of the group should generally use combined report 
business income and apportionment data from its books of account 
earned during the accounting period of the principal member. This will 
require an interim closing of the books for members whose norrnal ac- 
counting period differs from the principal member. However, a pro rata 
method of converting income to the principal member's accounting peri- 
od will be accepted as long as the method does not produce a material 
misstatement of income apportioned to this state. Unless otherwise per- 
mitted or required by the Franchise Tax Board, the treatment of both the 
income and the apportionment data of any particular member must use 
the same method. If one method was used to account for a member's in- 
come and apportionment data in the combined report for the principal 
member's preceding accounting period and another method will be used 
in the combined report for the principal member's next accounting peri- 
od, adjustments to income and apportionment data of the member shall 
be made to prevent income and apportionment data from being omitted 
or duplicated. 

fb) Interim closing method. 

(.1) The combined report business income and expense of a member 
of the combined reporting group is determined by reference to the sum 
(or net) of such income from the actual books and records (determined 
under the Revenue and Taxation Code) of that member for each of the 
partial accounting periods of the member shared with the principal mem- 
ber. For example, if the principal member has an accounting period end- 
ing on December 31,1 997, and another member has an accounting peri- 
od ended March 3 1 , 1998, the other member determines its income from 
its actual books and records for the partial accounting periods beginning 
January 1, 1997 and ending March 31, 1997, and from April 1, 1997 and 
ending December 31, 1997. 

(2) The apportionment data (property, payroll, and sales in California, 
and everywhere) shall also be determined by reference to the member's 
books and records, as provided in Sections 251 29-25 1 37 of the Revenue 
and Taxation Code and the regulations thereunder, for the appropriate 
partial accounting year. Under the interim method, the property factor 
computation should reflect the actual, not prorated, property owned and 
rented during the principal member's accounting period. 

Example 1. If the principal member has an accounting period ending 
on December 31, 1997, and another member has an accounting period 
ended March 3 1 , 1998, and monthly weighted averaging of the property 
factor is not required under Section 25 1 3 1 , Revenue and Taxation Code, 
the other member will determine its total property and its California prop- 
erty on the dates of January 1 , 1 997 and December 31,1 997 from its actu- 
al books and records. 

Example 2. Assume the same facts as Example 1, except monthly 
weighted averaging is required. In that case, the actual monthly Califor- 
nia property and total property values of the member required to fiscalize 
to accounting period of the principal member will be determined for each 
of the twelve months during the 1997 calendar year from that member's 
actual books and records. 

(3) Interim combined report business income and apportionment data 
from the respective partial periods is then combined with the income and 



apportionment data of the accounting period of the principal member, 
along with business income and apportionment data of other members of 
the combined reporting group for the same period, using, if applicable, 
the methods prescribed in this regulation. 

(c) Pro rata method. 

(1) At the election of the members of a combined reporting group, 
fiscalization of combined report business income of one or more mem- 
bers of the group to the accounting period of the principal member may 
be determined by use of a pro rata method. However, the election is not 
available if that method produces a material misstatement of income. Un- 
der the pro rata method, the apportionment data and combined report 
business income from the member's adjusted separate books of account 
(i.e., adjusted to reflect the determination of income under the Revenue 
and Taxation Code) is assigned to the respective portion of the principal 
member's accounting period based on the ratio of months in common 
with that member. For example, if the principal member's accounting pe- 
riod ends on December 31 , 1997, a member whose income year ends on 
March 31 will reflect 3/12ths of its adjusted separate combined report 
business income and its payroll and sales for its income year ended 
March 31,1 997 in the December 31,1 997 accounting period of the prin- 
cipal member. That member will then reflect 9/1 2ths of its adjusted sepa- 
rate combined report business income and its payroll and sales for its in- 
come year ended March 31,1 998 in the December 31,1 997 accounting 
period of the principal member. 

(2) For members utilizing the pro rata method, if the property factor 
is not required to be determined on a monthly weighted averaging meth- 
od described by Section 25131 of the Revenue and Taxation Code, the 
property factor data used for a member using that method will be the pro 
rata portion of the member's property numerator and denominator values 
for its respecUve separate accounting periods, reflecting beginning and 
ending average property values for those separate accounting periods. 

Example. Assume that the principal member's accounting period ends 
on December 31. 1997, and another taxpayer member's income year 
ends on March 3 1 . That member is required to fiscalize its income to the 
accounting period of the principal member. The fiscalizing member de- 
termines its California beginning and ending property, and its total begin- 
ning and ending property, to determine its California and total property 
for the period ended March 31,1 997. That member then makes a compa- 
rable determination for the period ended March 31 , 1998. The fiscalizing 
member will apply 3/12ths of the California property and total property 
for the March 31,1 997 income year and 9/1 2ths of the California proper- 
ty and total property for the March 3 1 , 1998 income year to the principal 
member's December 31, 1997 accounting period for computation of the 
property factor for the combined reporting group. 

(3) The combined report business income and apportionment data 
from the respective partial periods is then combined with the income and 
apportionment data of the accounting period of the principal member. 
along with business income and apportionment data of other members of 
the combined reporting group for the same period, using, if applicable, 
the methods prescribed in this regulation. The combined business in- 
come is then apportioned to each of the taxpayer members of the group. 

(4) In the event that the pro rata method requires the determination of 
income and apportionment data of a corporation whose accounting peri- 
od has not yet closed, and the information cannot be obtained in time for 
the other members to file an accurate return, the income and apportion- 
ment data for that period shall be estimated based on available informa- 
tion. If the use of actual income and apportionment data results in a mate- 
rial change in the tax liabilities of the taxpayer members of the group, the 
taxpayer members must file an amended return to reflect the change. 

(d) After the combined reporting group's income is apportioned to 
California, California source combined report business income of a tax- 
payer member is then proportionately assigned to the apphcable portion 
of that member's income year, based on the number of months falling 
within the common accounting period of the principal member. For ex- 
ample, if the principal member's accounting period year ends on Decem- 
ber 31, 1997, a taxpayer member whose income year ends on March 3 1 
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will reflect 3/1 2ths of its share of apportioned income from the principal 
member's December 31, 1997 accounting period in its income year en- 
ded March 31. 1997. and 9/1 2ths of its share of such income in its income 
year ended March 31. 1998. The resulting income from such segments 
is then aggregated (or netted) together for the member's income year to 
determine that member's business income from California sources attrib- 
utable to the combined reporting group. 

(e) This regulation shall apply to income years open to adjustment un- 
der applicable statutes of limitation. 

No'l'F-.: Authority cited: Section 19503. Revenue and Taxation Code. Reference: 
Section 2.S 106.5. Revenue and Taxation Code. 

History 

1. New section filed 7-1.V99; operative 8-12-99 (Register 99, No. 29). 

§ 251 06.5-5. Interest Offset. 

Nothing in the regulations promulgated under this section shall be ap- 
plied in a manner as to supersede final judicial interpretations regarding 
the application of the interest offset (Section 24344(b) of the Revenue 
and Taxation Code) with respect to members of a combined reporting 
group. 

Noi'h: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25106.5. Revenue and Taxation Code. 

History 
1. New section filed 7-13-99; operative 8-12-99 (Register 99. No. 29). 

§ 25106.5-6. California Source Carryover Items 
(Reserved). 

NOTK: Authority cited: Section 19503. Revenue and Taxation Code. Reference: 
Section 25106.5. Revenue and Taxation Code. 

§ 25106.5-7. Charitable Contributions (Reserved). 

NOTI:: Authority cited: Section 19503. Revenue and Taxation Code. Reference: 
Section 25106.5. Revenue and Taxation Code. 

§ 25106.5-8. Alternative Minimum Tax (Reserved). 

NoTIi: Authority cited: Section 19503. Revenue and Taxation Code. Reference: 
Section 25106.5. Revenue and Taxation Code. 

§ 25106.5-9. Partial Combined Reporting Periods. 

(a) If a member of a combined reporting group is not a member of the 
combined reporting group during the entire accounting period of the 
principal member (e.g., because of lack of unity of ownership under Sec- 
tion 25 1 05, Revenue and Taxation Code, or termination of a unitary rela- 
tionship), modified combined reporting procedures apply as provided 
herein. Business income and apportionment data of a member is included 
in the combined report of the remaining members only for the period (or 
partial period) for which all of the members are in the combined reporting 
group. Thus, if a member of a combined reporting group enters or leaves 
the group at a time during the middle of the accounting period of the prin- 
cipal member, a separate combined report determination is required to be 
made only for the partial period of combination. The partial period com- 
bination is made using the same combined reporting procedures for a 12 
month period, except that income, payroll, property and sales data will 
retlect only the amounts applicable to the partial period. A pro rata meth- 
od may be used to determine each member's income and apportionment 
data for the partial period, unless it results in a material misstatement of 
income. If so, the interim closing method must be used. (See Section 
25 1 06.5-4 of the California Code of Regulations for a description of the 
pro rata and interim closing methods.) Establishment or termination of 
a combined reporting relationship will not. by itself, cause a short period 
filing requirement. However, in many cases, the effect of leaving or en- 
tering an affiliated group of corporations cause a short period filing re- 
quirement under other provisions of law, independently of this regula- 
tion. 

Example 1: Corporations A, B, and C are members of a combined re- 
porting group. Corporation A is the principal member, and has a calendar 
accounting period. On May 1, Corporation A acquires Corporation D. 
Because of substantial preexisting business relationships. Corporation D 
immediately becomes a member of the combined reporting group on that 
date. Only Corporations B and C are taxpayer members. As provided in 
this subsection, two combined report calculations are required. The first 



combined report calculation includes the combined report business in- 
corne and apportionment data of Corporations A, B, and C from January 
1 through April 30. The combined report business income for that period 
is then apportioned to taxpayer members B and C, for the period January 
I through April 30. The second combined report calculation includes the 
combined report business income and apportionment data of Corpora- 
tions A, B. C. and D from May 1 through December 31. The combined 
report business income for that period is then apportioned to taxpayer 
members B and C for the period May 1 through December 31. 

(b) If a taxpayer member's income year does not begin and end on the 
same dates as the partial period combination (e.g., a short-period return 
is not required), the taxpayer member's California source income earned 
during that portion of the income year before and after the partial period 
combination is aggregated (or netted) with the taxpayer member's 
California source combined report income from the partial period com- 
bination. On occasion, the California source income so described will in- 
clude income from two or more partial period combinations. 

Example 2: Corporation P owns all of the stock of Corporation S for 
the 1 2 month period ended December 31,1 998. Corporations P and S are 
unitary and are obligated to file a combined report for the entire period. 
Corporation P acquires 5 1 'Zr of the stock possessing voting power of Cor- 
poration A on March 7, 1 998. The acquisition does not compel the filing 
of a short period return by Corporation A. All of the Corporations have 
a calendar accounting period. Corporation A becomes unitary with Cor- 
porations P and S on July 1 , 1998 and is obligated to file a combined re- 
port with Corporations P and S for the partial period beginning on July 
1 , 1998. The income and apportionment data of Corporation A for the pe- 
riod prior to July 1, 1998 cannot be included in a combined report with 
Corporations P and S. Under the rule prescribed by subsections (a) and 
(b) of this regulation, two separate partial period combined report cal- 
culations are required. One is for the P-S group for the partial period en- 
ded June 30, 1998, and the other is for the P-S-A group for the partial 
period from July 1, 1998 to December 31, 1998. Assume that Corpora- 
tion P's California source combined report income is $250,000 for the 
partial period ended June 30, 1 998 and is ($60,000) for the partial period 
ended December 31, 1998. Corporation P's California source combined 
reporting income for its income year ended December 31, 1998 is 
$190,000. Assume that Corporation A has California source income 
from its unaffiliated and nonunitary partial period (or from another com- 
bined reporting group, if applicable) of $50,000 and California source 
combined reporting income of ($30,000) for the combined report partial 
period after it joined the combined reporting group. Corporation A's 
California source income for its income year ended December 31, 1998 
is $20,000. 

(c) In lieu of partial period combination method described by subsec- 
tion (a), the taxpayer members of the commonly controlled group may 
elect to utilize the method provided in this subsection. The election must 
be consistently used by all taxpayer members. The election may not be 
utilized if the results of that method, compared with the provisions of sub- 
section (a) of this regulation, results in a material misstatement of the tax- 
payer member's California source income. Under the method described 
in this subsection, the partial period combined reporting income of a 
member, which is not in a combined reporting relationship with the prin- 
cipal member for the entire accounting period of the principal member, 
is considered to be reflected by the relative weighting of the apportion- 
ment data of the partial period member to the apportionment data of the 
rest of the combined reporting group for the accounting period of the 
principal member. The method applies as follows: 

( 1) The principal member's income and apportionment data are deter- 
mined for its entire accounting period (usually a 12 month period). AU 
other members which were members of the combined reporting group 
during the entire period of the principal member also include their in- 
come and apportionment data for that period, using fiscalization meth- 
ods, if appropriate. 

(2) Members who were not members of the combined reporting group 
for the entire accounting period of the principal member include in the 
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combined report only their income for the partial period during which 
they were a member. Normally this income will be determined by an in- 
terim closing of the member's books of account (determined in accor- 
dance with the Revenue and Taxation Code). Similarly, the apportion- 
ment data of that member is included only for that same partial period. 

(3) Properly factor data for the partial period member (both California 
property and total property) must be adjusted to reflect the fact that the 
property was not utilized in the combined reporting group for the entire 
period oithe principal member. For example, if the partial period mem- 
ber was in the combined reporting group for only 7 months of the 12 
month accounting period of the principal member, and monthly weighted 
averaging is not required under Section 25 1 3 1 of the Revenue and Taxa- 
tion Code, only 7/ 1 2" s of the member' s average California and total prop- 
erty for the period are reflected in the combined report. 

(4) Apportionment is then computed using the amounts included in 
subsections (c)(1) through (3) of this regulation, as if the partial period 
members were members for the entire accounting period of the principal 
member. The amounts apportioned to the individual taxpayer members 
then reflects the member's California source combined reporting income 
for the partial period. That member then aggregates (or nets) California 
source combined reporting income with its California source income 
from other activity to compute income subject to taxation for the entire 
income year. 

Example 3: Assume the same facts as provided in Example 1. except 
that the members of the group elect to report under subsection (c) of this 
regulation. Under that election. Corporation A, B. and C determine their 
income and apportionment data for the entire 12 months of the calendar 
year. Corporation D determines its income and apportionment data for 
the period May 1 -December 31. However, because Corporation D was 
not a member of the combined reporting group for the entire calendar 
year, the average of its beginning and ending property factor values for 
the combined reporting period must be multiplied by 8/12ths to reflect 
a weighted average value of that property in the principal member's ac- 
counting period. If monthly weighted average property values are re- 
quired under Section 25 1 3 1 of the Revenue and Taxation Code and the 
regulations thereunder, the average monthly property values for the 
months that Corporation D was a member of the combined reporting 
group are totaled and divided by 12, to determine the weighted average 
of Corporation D's property in the property factor. The California source 
combined report income of Corporations B and C are then determined as 
if Corporation D's income and apportionment data were entirely earned 
in the principal member's accounting period. 

Example 4. Assume the same facts as Example 3, except that Corpora- 
tion D is a calendar year California taxpayer, and its addition to the com- 
bined reporting group did not cause a short period filing requirement. 
Corporation D's California source combined report income, determined 
under this subsection, would be treated as earned for the period May 1 
through December 31. That California source income would be aggre- 
gated (or netted) with its other California source income for the entire cal- 
endar year, as provided in subsection (b) of this regulation. 

(d) This regulation shall apply to income years open to adjustment un- 
der applicable statutes of limitation. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25106.5, Revenue and Taxation Code. 

History 

1. New section filed 7-13-99; operative 8-12-99 (Register 99. No. 29). 

§25106.5-10. 

(a) In General. 

(1) Unitary Business. A taxpayer is engaged in a unitary business (or 
a single business within the meaning of Reg. 25120(b)) when its activi- 
ties within the state contribute to or are dependent upon its activities with- 
out the state. A unitary business exists when there is unity of ownership, 
unity of operation and unity of use. 

(2) Translation Method for Determining Income. The translation 
method to be used for determining income shall be the "profit and loss 



method" as set forth in this regulation. This method excludes unreali/ed 
exchange rate gain or loss resulting from the restatement of assets or lia- 
bilities, while taking into account exchange gains or losses attributable 
to income transactions. 

(3) General Applicability of UDITPA Regulations. The general regu- 
lations for UDITPA, Regs. 25 120— 25 1 39, inclusive, shall be applicable 
except as otherwise provided in this regulation. 

(b) Determination of Income. 

( 1 ) The income of a unitary business with operations in foreign coun- 
tries shall be computed in the following manner: 

(A) A profit and loss statement shall be prepared for each foreign 
branch or corporation in the currency in which the books of account of 
the branch or corporation are regularly maintained. 

(B) Adjustments shall be made to the profit and loss .statement to con- 
form it to the accounting principles generally accepted in the United 
States for the preparation of such statements except as modified by this 
regulation. 

(C) Adjustments shall be made to the profit and loss statement to con- 
form it to the tax accounting standards required under Division 2, Part 1 1 
of the Revenue and Taxation Code. 

(D) The profit and loss statement of each branch or corporation, 
whether U.S. or foreign, shall be translated into the currency in which the 
parent company maintains its books and records in accordance with sub- 
section (b)(4). 

(E) Business and nonbusiness income as determined under California 
law shall be identified and segregated. For general definition, rules and 
examples for determining business and nonbusiness income, see Regula- 
tion 25120. 

(F) Nonbusiness income shall be allocated to a specific state pursuant 
to the provisions of Sections 25 1 24 to 25 1 27, inclusive of Division 2, Part 
1 1 of the Revenue and Taxation Code. 

(G) Business income shall be included in the combined report pre- 
pared for the unitary business and shall be apportioned on the basis of the 
appropriate formula for the business. 

(H) Income from California sources shall be expressed in dollars in ac- 
cordance with subsection (b)(4) and the taxes computed accordingly. 

(2) In lieu of the procedures set forth in subsection (b)( I ) and subject 
to the determination of the Franchise Tax Board that it reasonably reflects 
income, a unitary business with operations in a foreign country may de- 
termine its income on the basis of the consolidated profit and loss state- 
ment prepared for the related corporations of which the unitary business 
is a member which is prepared for filing with the Securities and Exchange 
Commission. If the business is not required to file with the Securities and 
Exchange Commission, the consolidated profit and loss statement pre- 
pared for reporting to shareholders and subject to review by an indepen- 
dent auditor may be used. 

(A) Adjustments shall be made, if necessary to: 

1. conform to the accounting principles generally accepted in the 
United States for the preparation of such statements, except as modified 
by this regulation; 

2. conform to the tax accounting standards as required under Division 
2, Part 1 1 of the California Revenue and Taxation Code; and 

3. eliminate unrealized gain and losses resulting from the restatement 
or revaluation of assets or liabilities to reflect changes or fluctuations in 
currency values. 

(B) Business and nonbusiness income as determined under California 
law shall be idenfified and segregated. For definitions, rules and exam- 
ples for determining business and nonbusiness income, see generally 
Regulation 25120. 

(C) Nonbusiness income shall be allocated to specific states pursuant 
to the provisions of Sections 25124 to 25127, inclusive of the Revenue 
and Taxation Code. 

(D) Business income shall be included in the combined report pre- 
pared for each unitary business and will be apportioned on the basis of 
the appropriate formula for each business. 
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(E) Income from California sources shall be expressed in dollars in ac- 
cordance with subsection (b)(4) and the taxes computed accordingly. 

(3) For purposes of subsections (b)( 1 )(B). (b)( 1 )(C), and (b)(2)(A). the 
following rules shall apply: 

(A) Accounting adjustments to be made to conform profit and loss 
statements to those utilized in the United States — 

1. Include but are not limited to the following: 

a. Clear rellection of income. Any accounting practice designed for 
purposes other than the clear reflection on a current basis of income and 
expense for the taxable year shall not be given effect. For example, an 
adjustment shall be required where an allocation is made to an arbitrary 
reserve out of current income. 

b. Physical assets, depreciation, etc. All physical assets, including in- 
ventory when reflected at cost, shall be taken into account at historical 
cost computed either for individual assets or groups of similar assets. The 
historical cost of such an asset shall not rellect any appreciation or de- 
preciation in its value or in the relative value of the currency in which its 
cost was incurred. Depreciation, depletion, and amortization allowances 
shall be based on the historical cost of the underlying asset, and no effect 
shall be given to any such allowance determined on the basis of a factor 
other than historical cost. 

c. Valuation of assets and liabilities. Any accounting practice which 
results in the systematic undervaluation of assets or overvaluation of lia- 
bilities shall not be given effect, even though expressly permitted or re- 
quired under foreign law, except to the extent allowable under subsection 
(b)(.3)(B). For example, an adjustment shall be required where inventory 
is written down below market value. 

d. Income equalization. Income and expense shall be taken into ac- 
count without regard to equalization over more than one accounting peri- 
od; and any equalization reserve or similar provision affecting income or 
expense shall not be given effect, even though expressly permitted or re- 
quired under foreign law. 

2. Currency gains or losses on closed transaction arc includible, but no 
adjustments shall be made, or otherwise reflected, for unrealized gains 
or losses resulting from the restatement or revaluation of assets or liabili- 
ties to reflect changes or fluctuations in currency values. A closed trans- 
action is one where any foreign exchange position taken by a corporation 
has been terminated by exchanging the foreign currency for the currency 
in which the individual corporation maintains its books and records and 
normally conducts its business affairs. In the case of a borrowing in a for- 
eign currency, the transaction shall not be deemed closed until repayment 
is made. 

(B) The tax accounting adjustments to be made shall include, but are 
not limited to, the following: 

1 . Accounting methods. The method of accounting shall reflect the 
provisions of Section 2465 1 of the Revenue and Taxation Code and the 
regulations thereunder. 

2. Inventories. Inventories shall be taken into account in accordance 
with the provisions of Sections 24701 through 24706 of the Revenue and 
Taxation Code and the regulations thereunder, except Regulation 
24702— 24706(b)(5). 

3. Depreciation, depletion, and amortization. Depreciation, depletion, 
and amortization are to be computed in accordance with California law. 

4. Elections. 

a. Elections required to be made for purposes of determining income 
under Division 2, Part 1 1 of the Revenue and Taxation Code of all 
California reporting entities shall be made in accordance with applicable 
provisions of such law and the regulations adopted pursuant thereto. 

b. Elections required to be made for purposes of determining income 
under Division 2. Part 1 1 of the Revenue and Taxation Code for entities 
which are not subject to taxation by California but are required to be in- 
cluded in the combined report for the unitary business shall be made by 
agreement of all entities required to report to California in accordance 
with applicable provisions of such law and the regulations adopted pur- 
suant thereto. If agreement cannot be reached, see California Code of 
Regulations Section 25106.5-3. 



(C) No adjustment shall be required under subsections (b)(3)(A) and 
(b)(3)(B) unless it is material. Whether an adjustment is material depends 
upon the facts and circumstances of the particular case, including the 
amount of the adjustment, its size relative to the general level of the cor- 
poration's total assets and annual profit or loss, the consistency with 
which the practice has been applied, and whether the item to which the 
adjustment relates is of a recurring or a nonrecurring nature. 

(4) For purposes of determining income, necessary translations shall 
be made at the following exchange rates: 

(A) Depreciation, depletion, or amortization shall be translated at the 
appropriate exchange rate for the translation period in which the histori- 
cal cost of the underlying asset was incurred. 

(B) All other items shall be translated at either the end-of-year ex- 
change rate or at the simple average exchange rate for the translation peri- 
od. Income repatriated during the year shall be translated at the exchange 
rate at date of repatriation. It is presumed that the translation rate used in 
preparing the consolidated profit and loss statement for financial report- 
ing purposes is proper absent a showing that some other method is ap- 
propriate. 

A change from end-of-year rates or average rates may not be made 
without the permission of and on such conditions as the Franchise Tax 
Board may prescribe. 

(c) Computation of Factors. In computing the formula factors, the fol- 
lowing rules shall apply: 

( 1 ) Property Factor. 

(A) Fixed assets shall be valued at original cost as defined in Reg. 
25 130(a) and translated at the exchange rate as of the date of acquisition. 

(B) Rented property, capitalized at eight times its annual rental rate, 
shall be translated at the simple average of the begimiing and end-of- 
year exchange rate. 

(C) Inventories shall be valued at original cost and shall be translated 
at the exchange rate as of the date of acquisition. 

(D) For purposes of calculating the property factor of financial corpo- 
rations, financial assets are translated at the year-end rate and are defined 
as assets reflecting a fixed amount of currency, such as cash on hand, 
bank deposits, and loans and accounts receivable. Securities held, or rea- 
sonably expected to be held, for less than six months shall be translated 
at year-end rates. If a security is held, or reasonably expected to be held, 
for more than six months, it shall be translated at the appropriate ex- 
change rate for the translation period in which the historical cost of the 
asset is determined. 

(E) The property factor shall be computed in the currency of the parent 
company unless the taxpayer requests and the Franchise Tax Board de- 
termines that computing the factor in dollars or any other currency fairly 
reflects the taxpayer's activities in California. 

(2) Payroll and Receipts Factors. 

(A) Translation shall be made at the simple average of the beginning 
and end-of-year exchange rates unless there is a substantial fluctuation, 
as described in subsection (d)(2). 

(B) Where the value of the foreign currency does fluctuate substantial- 
ly, as described in subsection (d)(2), the exchange rate appropriate to that 
period shall be either ( 1 ) a simple average of the month-end rates, or (2) 
a weighted average taking into account the volume of transactions (re- 
flected by the amount being translated) for the calendar months ending 
with or witliin that period. 

(C) In computing the payroll and receipts factors, translation shall be 
made into the parent company's currency in order to properly determine 
the percentage factor to be used unless the taxpayer requests and the 
Franchise Tax Board determines that computing the factors in dollars or 
any other currency fairly reflects the taxpayer's activities in California. 

(d) Exchange Rates. 

( 1 ) For purposes of preparing combined reports, exchange rates may 
be derived from any source which is demonstrated to the satisfaction of 
the Franchise Tax Board to reflect actual transactions conducted in a free 
market and involving representative amounts. In the absence of such 
demonstration, the exchange rates taken into account in computation of 
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ihc earnings and profits of the foreign corporation shall be determined by 
reference to the free market rate set forth in the pertinent monthly issues 
ol' Iiitcniational Financial Slotistics or successor publications of the In- 
ternational Monetary Fund. 

(2) In general, the extent of fluctuation is substantial if the closing rate 
for any calendar month ending within the period varies by more than 1 
percent from the closing rate for any preceding calendar month ending 
within the period. 

(e) Application of Regulation. 

(1 ) In computing the income and any of the factors required for a com- 
bined report, the Franchise Tax Board shall consider the effort and ex- 
pense required to obtain the necessary information. In appropriate cases, 
such as when the necessary data cannot be developed from financial re- 
cords maintained in the regular course of business, the Franchise Tax 
Board shall accept reasonable approximations. 

(2) A taxpayer may request an advance determination under subsec- 
tions (b)(2). (b)(3)(C), (c)( 1 ). (d)( 1 ) or any other provision of this regula- 
tion by submitting a determination request to the Legal Branch of the 
Franchi.se Tax Board. Such a determination shall be made on an individu- 
al basis and shall be limited to the particular facts or circumstances set 
forth in the determination request. The facts and circumstances upon 
which a determination is made remain subject to review. Failure to re- 
quest or to obtain a favorable advance determination will not preclude 
consideration of requested variances in subsequent proceedings. 

NOTH: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25106.5, Revenue and Taxation Code. 

History 
1. Renumbering of former section 25106.5-3 to new section 25106.5-10 filed 
7-13-99; operative 8-12-99 (Register 99, No. 29). 

§ 251 06.5-1 1 . Election to File a Group Return. 

(a) General. Every taxpayer subject to the California Corporation Tax 
Law is required to file its own tax return, including taxpayers that are 
members of a combined reporting group. Taxpayers subject to the 
California Corporation Tax Law that are members of a combined report- 
ing group are required to attach a combined report to their tax returns. 
Notwithstanding these requirements, taxpayers subject to the California 
Corporation Tax Law that are members of a combined reporting group 
that includes another taxpayer that is also subject to the California Corpo- 
ration Tax Law may annually elect to be included in a "group return" as 
provided for in this regulation. (See Regulation section 25106.5-1 1, sub- 
sections (b)(1), (3) and (13)). 

(b) Requirements. 

( 1 ) In order to be eligible to make the election provided under this sec- 
tion, the electing key corporation must meet the definition of a "key cor- 
poration" as defined in Regulation section 25106.5, subsection (b)(14) 
in addition to meeting the following requirements, by either being: 

(A) the parent corporation of the combined reporting group as defined 
in Regulation section 25106.5(b)(I2)(A)(l), or 

(B) if the parent corporation of the combined reporting group is not a 
taxpayer member, the taxpayer member with the largest California prop- 
erty factor numerator, and 

(C) the key corporation's powers, rights and privileges must not be for- 
feited or suspended by the California Secretary of State and it must not 
have a petition with the United States Bankruptcy Court pending on the 
last day of the taxable year. 

(2) A "taxpayer member" (see Regulation section 25106.5, subsection 
(b)( 1 1 )) is a corporation that: 

(A) is required to file a return in this state under Revenue and Taxation 
Code section 18601, 

(B) is a member of a combined reporting group, which includes the key 
corporation, 

(C) has the same taxable year as the key corporation or has a taxable 
year wholly within the key corporation's taxable year, and 

(D) has the same statutory return filing due date as the key corporation 
for the taxable year. 



(c) Manner for Making the Election. An election to file a group return 
is made by the key corporation filing a California Form 100, Schedule 
R-7 of Schedule R. which identifies the name. California corporate num- 
ber (if one has been assigned and provided to the taxpayer), federal em- 
ployer identification number and total self-assessed tax liability of the 
affiliated taxpayer members of a combined reporting group that arc in- 
tended to be included in the group return. 

(d) Consequences of Making an Election. 

(1) The election is binding on all the taxpayer members and the key 
corporation for all matters for the taxable year of the election. 

(2) The key corporation shall file the group return. The group return 
satisfies the requirement for filing a California Form 1 00 for each taxpay- 
er member listed on the key corporation's Schedule R-7. 

(A) By signing the California Form 1 00. an officer of the key corpora- 
tion is attesting that he has the legal authority to bind the key corporation 
to all of its duties. 

(B) Failure of a taxpayer member to file its own return shall be deemed 
to be an acknowledgement that the officer of the key corporation pos- 
sesses the authority to fulfill the taxpayer member's return filing obliga- 
tion. 

(C) A taxpayer member asserting that it is not properly included in a 
group return must independently satisfy its obligation to file a return. 

(3) The key corporafion is a surety for each taxpayer member for pay- 
ments owed under the California Corporation Tax Law. 

(4) The key corporation is an agent for each taxpayer member. 

(5) Extensions for filing tax returns or waivers to extend the statute of 
limitations for issuing NoUces of Proposed Assessments shall be 
executed by the key corporation and shall be effective for all taxpayer 
members. 

(6) All notices regarding the liability of a taxpayer member may be 
sent to the key corporation and additional amounts due with respect to 
any taxpayer member may be assessed and billed to the key corporation 
and it shall be liable for payment of such amounts. Any refund or credit 
due to a taxpayer member may be made to the key corporation. 

(7) If some or all of the corporations included in the elecfion to file a 
group return are subsequently determined not to be members of the com- 
bined reporting group of the key corporation, then the key corporation 
and the electing taxpayer members shall be deemed to agree that any sub- 
sequent adjustment for any and all members included in the original 
group return may still be billed to or paid by the key corporation in the 
case of assessments and refunded to the key corporation in the case of 
overpayments. 

(e) Duration of election to file group return. The election to file a group 
return for all matters for the taxable year of the election will remain in 
effect until 30 days following the receipt by the Franchise Tax Board of 
a written notice of termination of the election by any of the taxpayer 
members. The taxpayer member that is terminating the election must also 
notify the previously designated key corporation that the election is being 
terminated. The termination will only be applied prospectively. If the key 
corporation is terminating the election it must notify all of the taxpayer 
members. If an employee, agent or representative of the Franchise Tax 
Board is conducing an examination of a single group return at the time 
when any of the taxpayer members or a key corporation sends a written 
notice of termination to the Franchise Tax Board, the terminating taxpay- 
er member or terminating key corporafion must provide the employee, 
agent or representaUve of the Franchise Tax Board that is conducting the 
examination with a copy of the written nofification of termination of the 
elecfion. 

(0 Failure or Inability of Key Corporation to Perform Its Duties. If the 
key corporafion does not fulfill its obligation to pay any tax liability or 
to act on behalf of the taxpayer members, or if its powers, rights and privi- 
leges are forfeited or suspended at any time with respect to that taxable 
year, each taxpayer member may be independently assessed or billed for 
its own tax liability. In that event, each taxpayer member will be credited 
with taxes previously paid in accordance with the taxpayer member's 
self-assessed tax liability as indicated in the return data as filed. In the 
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event that the self-assessed liabilities of the taxpayer members cannot be 
derived from the return data as filed, the individual liabilities of the each 
of the respective members may be determined by the Franchise Tax 
Board from data obtained during audit or supplied by the taxpayer mem- 
bers, using the best available information. If insufficient information is 
available to determine individual liabilities, the Franchise Tax Board, 
may, in its discretion, credit taxes paid in a manner that is reasonable un- 
der the circumstances. 

(g) Curing an Invalid Election. 

(1 ) In the event that a taxpayer fails to satisfy one or more of the condi- 
tions of this regulation, the Franchise Tax Board may, at the request of 
the taxpayer and at its own discretion, treat the election as being valid. 

(2) In lieu of disallowing an election, the Franchise Tax Board may, 
at its own discretion, allow the taxpayer members to designate another 
taxpayer member in substitution for the key corporation originally desig- 
nated in the election. 

(h) Application. This regulation will only be applied prospectively 
from the effective date of the regulation. 

NOTti: Authority cited: Sections 1 9503 and 25 1 06.5. Revenue and Taxation Code. 
Reference: Section 25106.5, Revenue and Taxation Code. 

HtSTORY 
1. New section filed 12-9-2005; operative 1-8-2005 (Register 2005. No, 49). 

§ 251 1 0. Water's-Edge Group. 

(a) General. Revenue and Taxation Code section 25 1 1 allows quali- 
fied taxpayers to elect, subject to the provisions of Revenue and Taxation 
Code section 251 1 1, to account for and determine their income derived 
from or attributable to California sources by considering only the income 
and apportionment factors of those entities specified in Revenue and 
Taxation Code section 25 110, subdivision (a). The election may be made 
by a single corporation engaged in one or several businesses or by a group 
of affiliated corporations. 

(b) Definitions. 

(1) Corporation. Unless otherwise specified, a "corporation" is de- 
fined by Revenue and Taxation Code section 23038. 

(2) Affiliated corporation. Effective for taxable years beginning on or 
after January 1, 1995, an "affiliated corporation" is a corporation that is 
a member of a commonly controlled group as defined by Revenue and 
Taxation Code section 25105. 

(3) Business income. "Business income" is defined by Revenue and 
Taxation Code section 25120, subdivision (a), and the regulations 
adopted pursuant thereto. Business income is subject to apportionment 
by formula among California and the other jurisdictions where the tax- 
payer has a taxable presence. 

(4) Nonbusiness income. "Nonbusiness income" is defined by Reve- 
nue and Taxation Code section 25120, subdivision (d), and the regula- 
tions adopted pursuant thereto. Nonbusiness income is allocated to a spe- 
cific jurisdiction. 

(5) Unitary business. A "unitary business" consists of those activities 
required to be included in a combined report pursuant to Revenue and 
Taxation Code section 25101 and the cases decided thereunder by the 
United States Supreme Court, the courts of this State, and the California 
State Board of Equalization. Activities constitute a "unitary business" if 
unity of ownership, unity of operation, and unity of use are present, or if 
the activities carried on within the state contribute to or are dependent 
upon the activities carried on without the state, or if there is a flow of val- 
ue between the activities. California Code of Regulations, title 18, sec- 
tion 25120, subsection (b), sets forth certain indicia and standards for de- 
termining whether activities consutute a single trade or business and are 
therefore unitary. 

(6) Water's-Edge Group. "Water' s-edge group" means all corpora- 
tions or other entities whose income and apportionment factors are con- 
sidered pursuant to Revenue and Taxation Code Section 251 10 in com- 
puting the income of the individual taxpayer for the current taxable year 



which is derived from or attributable to sources within this state, 
(c) Qualified taxpayer. 

(1 ) In general. A taxpayer is qualified to make the election provided 
by Revenue and Taxation Code section 25 1 1 if it meets two conditions. 
First, it must consent to the taking of depositions at the time and place 
most reasonably convenient to all parties from certain key individuals 
and to the acceptance of subpoenas duces tecum requiring the reasonable 
production of certain documents. Second, it must agree that dividends re- 
ceived by all members of the water' s-edge group from certain entities 
shall be deemed to be functionally related and presumed to be business 
income. (See subsection (c)(3) of this regulation.) 

(2) Depositions and subpoenas duces tecum. 

(A) Consent. 

1 . Time of making consent. The consent to the taking of depositions 
and acceptance of subpoenas duces tecum shall be made at the time of the 
filing of the tax return upon which the water' s-edge election is made. 

2. Period of consent. The consent shall continue in force with respect 
to any individual year until the taxpayer's liability for that year is finally 
determined and cannot be adjusted. The consent made with the water' s- 
edge election shall be in force with respect to all years covered by that 
election and for which the taxpayer is required to file pursuant to Reve- 
nue and Taxation Code section 25 1 10. The consent shall not apply with 
respect to taxable years for which no election was in effect. 

3. Effect of consent. The granting of the consent is intended to fore- 
close issues of service or jurisdiction. It does not otherwise waive any de- 
fenses a taxpayer might have. 

4. Information to which consent applies. The consent shall apply only 
to the providing of information, whether by deposition or subpoena 
duces tecum, necessary to review or to adjust income or deductions in a 
manner authorized under section 482 or Subchapter N of Chapter 1 of 
Subtitle A. Internal Revenue Code, together with the regulations adopted 
pursuant thereto, and for the conduct of an investigation with respect to 
any unitary business in which the taxpayer may be involved. 

(B) Use of depositions and subpoenas duces tecum. The consent to the 
taking of depositions and acceptance of subpoenas duces tecum applies 
during an audit and an administrative review, including both consider- 
ation by the Franchise Tax Board and the Board of Equalization, of a tax- 
payer's liability under the Corporation Tax Law as well as judicial pro- 
ceedings. The consent provided pursuant to Revenue and Taxation Code 
section 25 1 1 is in addition to, and in no way shall expand or restrict, ex- 
cept as to service and jurisdiction, any rights of the taxpayer or the Fran- 
chise Tax Board which arise under the Code of Civil Procedure. 

(C) Individuals subject to being deposed. 

1 . In general. The consent to the taking of depositions shall apply to 
the key employees or officers of a domestic corporation. 

2. Domestic corporation. A domestic corporation is a corporation ei- 
ther incorporated within the United States or a corporation with an office 
in the United States. A corporation which has only its United States 
source income and apportionment factors included in a combined report 
pursuant to Revenue and Taxation Code section 25110, subdivisions 
(a)(4) and (7), shall only be considered a domestic corporation to the ex- 
tent of such activities. 

3. Key employee or officer. A key employee or officer is one who 
would be designated by the corporation at the time the request is made 
as among the three most knowledgeable individuals in response to a dis- 
covery request in a court proceeding, e.g., a manager, supervisor, vice 
president, director, etc., of a corporate or divisional department or func- 
tion. The individual does not have to be located within the United States. 
An individual who maintains his or her office in the United States, whose 
activities are directed from the United States or who directs the activities 
of an office in the United States, may be a key domestic corporate indi- 
vidual. A former employee or officer may be designated; however, if 
such an individual will not appear to be deposed, a current employee of 
the taxpayer or an affiliate must subsequently be designated. 
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4. Time and location of deposition. The time and location at which a 
deposition is to be taken shall normally be subject to the agreement of the 
parties. U" no agreement can be reached, the time and place to be desig- 
nated must be the time and place most reasonably convenient to all par- 
ties including the individual to be deposed, the entities taxable in Califor- 
nia, the employees of the Franchise Tax Board and counsel for the 
Franchise Tax Board. If the individual to be deposed is a resident of, or 
his or her headquarters is in, the United States, his or her place of resi- 
dence or headquarters shall normally be the most reasonably convenient 
location. If the individual to be deposed is not a resident of, and his or her 
headquarters are not located in, the United States, the North American 
headquarters of the water" s-edge group shall normally be a reasonably 
convenient location. A reasonably convenient time for such depositions 
shall normally occur on or before the 60th day after the mailing of the no- 
tice of deposition. 

.'S. Review of reasonableness. Whether the time and location for a de- 
position is reasonable shall be subject to review at the time an action is 
brought to enforce or quash the notice. The determination of reasonable- 
ness is to be made by the authority from whom the request for enforce- 
ment is made. 

(D) Production of documents. 

1 . Reasonable production. The consent to the acceptance of subpoena 
duces tecum shall apply only with regard to the reasonable production of 
documents. Documents which may reasonably be required to be pro- 
duced include those under the direct or indirect control of the person sub- 
ject to the subpoena duces tecum and which are relevant or material to 
the determination of the tax. Objections to production of documents may 
be made on the grounds of privilege, unreasonable burden, or lack of 
specificity in the description of the documents sought. The fact that docu- 
ments are without the United States does not establish that their produc- 
tion is unreasonable. In those circumstances where it can be established 
that the requested documents have been moved without the United States 
and it appears that such documents have been removed, retained or stored 
outside the United States with an intent to avoid production, or it can be 
established that documents without the United States are normally main- 
tained in the United States for any period of time even though subse- 
quently destroyed in the course of normal document retention policies, 
it shall be presumed production is reasonable. 

2. Review of reasonableness. Whether a request to produce documents 
in response to a subpoena duces tecum is reasonable shall be subject to 
review at the time an action is brought to enforce or quash the request. 
The determination of reasonableness is to be made by the authority from 
whom the request for enforcement is made. 

3. Indirect control. Documents are under the indirect control of a per- 
son when they are under the direct control of an individual who is beneath 
the person in a chain of command. 

(3) Dividends. The agreement that certain dividends are functionally 
related and are presumed to be business income appHes to all dividends 
received by any entity whose income and apportionment factors arc con- 
sidered pursuant to Revenue and Taxation Code section 25 1 1 0. Divi- 
dends received from an entity whose income and apportionment factors 
would have been considered but for an election made pursuant to Reve- 
nue and Taxation Code section 25 1 1 would normally be the type of divi- 
dends which are subject to the agreement. Other dividends might also be 
subject to the agreement. There is no negative inference to be drawn as 
to the classification of dividends as business or nonbusiness income as 
a result of the fact that they are not received from a payor described in of 
Revenue and Taxation Code section 25 1 1 0, subdivisions (b)(2)(B)(i) and 

(ii). 

To be subject to the agreement the dividends must be received from 
either: 

(A) a corporation, more than 50 percent of whose voting stock is 
owned directly or indirectly by entities whose income and apportionment 
factors are considered pursuant to Revenue and Taxation Code section 
251 10, which is engaged in the same general line of business, or 

(B) a corporation which: 



Lisa significant source of supply to or a significant purchaser of the 
output of the entities whose income and apportionment factors are con- 
sidered pursuant to Revenue and Taxation Code section 25 1 1 0, or 

2. sells a significant portion of its output or obtains a significant part 
of its raw materials or input from an entity or entities whose income and 
apportionment factors are considered pursuant to Revenue and Taxation 
Code section 25110. 

3. There is no requirement that more than 50 percent of the voting 
stock of the dividend payor be owned by entities whose income and ap- 
portionment factors are considered pursuant to Revenue and Taxation 
Code section 25110. 

(C) For purposes of this paragraph the following definitions shall ap- 
ply: 

1. "Significant" means an amount equal to fifteen percent (15'7f) or 
more. The test of significance shall be applied to the purchases or sales 
of individual corporations and not to the water" s-edge group. 

2. "Source of supply"" and "input"" refer to the purchase of raw materi- 
als or semi-finished products for manufacturing or tangible property for 
resale. Amounts shall be considered cumulatively and not by category. 

3. "Output"' refers to the tangible property produced or sold or the ser- 
vice provided. Amounts shall be considered cumulatively and not by 
category. 

4. Same "general line of business'" shall have the same meaning as that 
provided in California Code of Regulations, title 18, section 25120, sub- 
section (b)(1). 

(d) Application. 

( 1 ) Affected entities. A taxpayer electing under Revenue and Taxation 
Code section 25 1 10, subdivision (a), must include all entities enumerated 
in that subdivision and must exclude all those not described in that subdi- 
vision in the combined report utilized to compute its income derived from 
or attributable to sources within California. If an entity is described in any 
of the paragraphs of Revenue and Taxation Code section 251 10, subdivi- 
sion (a), it must be included even though it is not described in any other 
paragraph, or is described as excluded by any paragraph. 

(A) Unitary requirement. Entities described in Revenue and Taxation 
Code section 251 10, subdivisions (a)(1) through (a)(6) are all subject to 
the requirements of Revenue and Taxation Code section 25 1 1 0, subdivi- 
sion (a)(7)(A), that a unitary business relationship exists which is suffi- 
cient to require inclusion in a combined report under Revenue and Taxa- 
tion Code section 25101 and the cases decided thereunder by the United 
States Supreme Court, the courts of this state, and the State Board of 
Equalization. 

(B) Unitary relationship. The existence of a unitary business relation- 
ship shall be determined by reference to the relationship which exists 
among all affiliated corporations, not just those entities whose income 
and apportionment factors are required to be considered pursuant to Rev- 
enue and Taxation Code section 251 10. 

EXAMPLE 1. Taxpayer A is affiliated with and conducts a unitary 
business with B, C, D, E and F. B, C and D are incorporated in the United 
States. E and F are incorporated outside the United States, have no "Sub- 
part F income," and have no apportionment factors within the United 
States. If A elects the provisions of Revenue and Taxation Code section 
25 1 1 0, the combined report used to compute its income derived from or 
attributable to sources within California shall include the income and fac- 
tors of B, C and D, as well as its own. and shall exclude the income and 
factors of E and F. 

EXAMPLE 2. Taxpayer A is engaged in a unitary business with affili- 
ate entities B, C, D, F and P. B, C and D are incorporated in the United 
States. F is incorporated in a foreign country, has no Subpart F income, 
and has no factors in the United States. P has made an election pursuant 
to Internal Revenue Code sections 931 through 936. All of P's payroll is 
in Puerto Rico, 10% of its property (inventory) is in the United States and 
90% is in Puerto Rico. All of P's sales are assigned to the United States 
and are made to third parties. The average of P's factor in the United 
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States is 36 2/3 7^ (07r+ 10% + 100%/3). If A elects pursuant to Revenue 
and Taxation Code section 25 1 10. the combined report used to compute 
its income derived from or attributable to sources within California shall 
include the income and factors of A. B, C. D and P. F's income and factors 
shall be excluded. 

P shall have its income and factors included in the combined report 
used to compute A's income assigned to or attributable to sources within 
California under the requirement of Revenue and Taxation Code section 
251 10. subdivision (a)(2). even though it would be otherwise excluded 
by the provisions of Revenue and Taxation Ct)de section 25 1 10. subdivi- 
sion (a)(3). 

(2) Entities included. The following entities are includable in the wa- 
ter's-edge group: 

(A)DISCandFSC. 

1. A domestic international sales corporation (DISC) as specifically 
described in Internal Revenue Code section 992. In general, a DISC is a 
corporation incorporated under the laws of any state of the United States 
whose principal function is to facilitate federal tax deferral of income 
from export sales. 

2. A foreign sales corporation (FSC) as specifically described in Inter- 
nal Revenue Code section 922. In general, a FSC is organized under the 
laws of qualified foreign countries to make export sales. A corporation 
which has filed an election to be treated as a FSC but does not qualify 
shall not be included. 

(B) Twenty percent or more. 

1. In general. Any corporation whether organized in the United States 
or a foreign country, if the average of its property, payroll and sales fac- 
tors within the United States is 20 percent or more. For purposes of sub- 
section (d)(2)(B) of this regulation, the term corporation does not include 
a bank. 

2. Absence of factor(s). For purposes of computing the average of its 
factors within the United States, if an individual corporation does not on 
a worldwide basis have one or more of the factors of property, payroll or 
sales, that factor shall be disregarded in computing the average of its fac- 
tors within the United States. 

EXAMPLE: Taxpayer A is affiliated with and conducts a unitary busi- 
ness with F, an entity incorporated outside the United States. F has no 
payroll either within or without the United States. Therefore, for pur- 
poses of determining if F has 20% or more of its factors within the United 
States, it looks only to the average of its property and sales factors and 
no weight is given to a payroll factor. 

3. U.S. factors. For purposes of computing its total property, payroll 
or sales factors within the United States, an individual corporation shall 
sum the percentage calculated for each factor under the rules of each of 
the individual states as set forth herein. Throwback sales are to be in- 
cluded in calculating the sales factor to the extent required under the 
applicable law subject to the provisions of subsections (d)(2)(B)3.d. and 
e. of this regulation. 

a. States with taxes. For those states which assess a tax on, according 
to or measured by income and in which the corporation has a factor lo- 
cated in the state within the meaning of the law and regulations of that 
state, the corporation shall compute the percentage for each such factor 
under the rules of that state without regard to whether or not it files a re- 
turn with the state or is taxable under the laws of the state. 

b. States without taxes or factors. If a corporation has property, payroll 
or sales assignable to a state which does not impose a tax on, according 
to or measured by income or which assigns income on the basis of an ap- 
portionment formula which does not utilize each of such factors, the 
amount assignable to a state of any factor not used by such state shall be 
determined pursuant to the rules set forth in Article 2 of this Chapter 17, 
Revenue and Taxation Code, and the regulations adopted pursuant there- 
to. 

c. Non-uniform states. In those circumstances where property, payroll 
or sales are not defined in a substantially uniform manner by the individu- 
al states, the taxpayer may elect to compute the property, payroll or sales 
assignable to any individual state pursuant to the rules set forth in Article 



2 of Chapter 17. Revenue and Taxation Code, and the regulations 
adopted pursuant thereto. 

d. Sales to affiliates. In computing the sales factor, sales made by the 
corporation to a member of the water' s-cdge group of which it is an affili- 
ate shall not be taken into account in computing either the numerator or 
denominator of the sales factor for such corporation. 

e. No item of property, payroll or sales shall be assigned in total to 
more than one state. The taxpayer shall determine to which of several 
states an item shall be assigned. 

(C) U.S. incorporated. Any corporation, regardless of the location of 
its property, payroll and sales, more than 50 percent of whose stock is 
controlled, directly or indirectly, by the same interests and which is incor- 
porated in the United States, except for a corporation making an election 
pursuant to Internal Revenue Code sections 931 to 936. 

(D) Export trade. An export trade corporation as defined in Internal 
Revenue Code section 971. In general, an export trade corporation is a 
corporation organized in a foreign country, whose combined voting 
stock and total value of stock is more than 50 percent owned by United 
States shareholders, and which derives 90 percent or more of its gross in- 
come from without the United States of which 75 percent or more is from 
export trade. 

(E) Subpart F. Any controlled foreign corporation as defined in Inter- 
nal Revenue Code section 957. which has Subpart F income. In general, 
a controlled foreign corporation is one organized in a foreign country, 
whose stock is owned more than 50 percent by United States sharehold- 
ers. 

1. Subpart F income. Subpart F income is defined in Internal Revenue 
Code section 952. In general. Subpart F income consists of foreign base 
company income which is income arising from the manufacture or the 
sales of goods and services outside the country in which the corporation 
is organized. There are numerous other types of Subpart F income de- 
scribed in Internal Revenue Code section 952 et seq. Each and every such 
item of income is Subpart F income for purposes of this subsecfion. In 
determining Subpart F income for a given year the limitation and rechar- 
acterization provisions of of Internal Revenue Code section 952(c) shall 
not apply. Subpart F income does not include income defined in Internal 
Revenue Code section 956. 

2. Amount included. The includable amount of the income and appor- 
tionment factors of such entity shall be determined by multiplying the to- 
tal income and each numerator and each denominator of each apportion- 
ment factor of such entity by a fraction, the numerator of which is the total 
Subpart F income of such entity for the year and the denominator of 
which is the earnings and profits as defined in Internal Revenue Code 
section 964 for such year. If there are no earnings and profits for the cur- 
rent year, none of the income and factors of the entity shall be included. 
The fraction so determined shall not exceed one and shall not be less than 
zero. 

3. Special rules. In determining whether a corporation has Subpart F 
income for purposes of this section, the limitadon and exclusions pro- 
vided for in Internal Revenue Code secfion 954(b) shall apply. 

EXAMPLE: Corporation CFC, a controlled foreign corporation, has 
foreign base company income of $5,000 and total gross income of 
$1 10,000. Corporation CFC does not have Subpart F income because un- 
der Internal Revenue Code section 954(b) it is treated as having no Sub- 
part F income when such income is less than 5% of its total income. 

4. Calculation. For purposes of computing the fraction under subsec- 
tion 2., above. Subpart F income and earnings and profits include both 
business and nonbusiness income as defined under Revenue and Taxa- 
tion Code section 25120. The fraction so computed shall apply for pur- 
poses of determining the total income to be included in the combined re- 
port and all of the components of total income. Thus, the fraction applies 
to determine the net business income subject to apportionment by formu- 
la, the nonbusiness income subject to allocadon, the interest expense sub- 
ject to the foreign investment interest offset under. Revenue and Taxation 
Code section 24344, and all other items of income or expense which may 
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he needed to be included in computations in tiie combined report. Appli- 
cation of the fraction shall not result in changing the character of any item 
of income or expense from business to nonbusiness or from nonbusiness 
to business. 

EXAMPLE: Corporation F has a ratio of Subpart F income to earnings 
and profits of one-fourth "1/4". Both Subpart F income and earnings and 
profits include business and nonbusiness income. Corporation F has total 
income of $ 1 .W)(). including net business income of $1 .000 and nonbusi- 
ness dividends of $600 allocable to its domicile in a foreign country. Net 
business income includes a deduction for interest expense of $200. Cor- 
poration F has no interest income. Amounts includable in the water' s- 
edge combined report for Corporation F are computed as follows: 

Business income subject to apportionment, $1,000 x 1/4 = $2.'^0. 

Nonbusiness dividends allocable outside California, $600 x 1/4 = 
Sim 

Interest expense, $200 x 1/4 = $50. 

(F) Other entities. Any foreign organized corporation not described in 
subsections (d)(2)(A) through (D) of this regulation, shall have its United 
States located apportionment factors and income included in the com- 
bined report. 

1 . United States income for taxable years beginning on or after January 
J, 1992. 

a. Effectively connected income. The United States income of such a 
corporation includes that income which is effectively connected, or 
treated as effectively connected under the provisions of the Internal Rev- 
enue Code, with a United States trade or business if such income is con- 
sidered business income under Revenue and Taxation Code section 
25 1 20 and the regulations thereunder. The source of such United States 
income shall be determined in accordance with the sourcing rules of the 
Internal Revenue Code such as those set forth in sections 86 1 through 865 
and subsections (g) and (h) of section 897, and the regulations adopted 
pursuant thereto. Foreign source income which is considered effectively 
connected to a United States trade or business pursuant to Internal Reve- 
nue Code section 864(c)(4)(B), and thereby subject to federal income 
tax, is deemed derived from or attributable to sources within the United 
States and is included in the combined report. Provisions of United States 
treaties to the extent they limit the application of effectively connected 
provisions of the Internal Revenue Code shall not be followed. Income 
excluded from United States federal income tax pursuant to the provi- 
sions of Internal Revenue Code section 883 shall be excluded from in- 
come in the combined report of an electing group for purposes of Reve- 
nue and Taxation Code section 251 10. 

b. Not effectively connected income. The United States income of 
such a corporation does not include income which is not effectively con- 
nected or treated as not effectively connected under the provisions of the 
Internal Revenue Code, with a United States trade or business regardless 
or whether or not it is treated as United States source income pursuant to 
the Internal Revenue Code, unless such income arises from a contract or 
agreement a principal purpose of which was the avoidance of federal in- 
come tax or California franchise or income tax. Nothing herein shall pre- 
clude the Franchise Tax Board, to the extent otherwise authorized, from 
making adjustments in accordance with the provisions of Revenue and 
Taxation Code section 25114 to related party transactions to reflect 
arms's length terms. 

c. Nonbusiness Income. The United States income of such a corpora- 
tion does not include income which is considered nonbusiness income 
under Revenue and Taxation Code section 25120 and the regulations 
thereunder regardless of whether or not it is treated as United States 
source income pursuant to the Internal Revenue Code. 

2. United States income for taxable years beginning before January 1 , 
1992. 

a. Effectively connected. The United States income of such a corpora- 
tion includes only that income which is effectively connected, or treated 
as effectively connected, under the provisions of the Internal Revenue 
Code, with a United States trade or business. The source of such United 
States income shall be determined in accordance with the sourcing rules 



of the Internal Revenue Code such as those set forth in sections 861 
through 865 and subsections (g) and (h) of section 897, and the regula- 
tions adopted pursuant thereto. Foreign source income which is consid- 
ered effectively connected to a United Stales trade or business pursuant 
to Internal Revenue Code section 864(c)(4)(B), and thereby subject to 
federal income tax, is deemed derived from or attributable to sources 
within the United States and is included in the combined report. Provi- 
sions of United States treaties to the extent they limit the application of 
effectively connected provisions of the Internal Revenue Code shall be 
followed. Income excluded from United States federal income tax pur- 
suant to the provisions of Internal Revenue Code section 883 shall also 
be excluded from income in the combined report of an electing group for 
purposes of Revenue and Taxation Code section 251 10. 

b. Not effectively connected. The United States income of such or cor- 
poration does not include income which is not eflectively connected or 
treated as effectively connected with a United States trade or business re- 
gardless of whether or not it is treated as United States source income pur- 
suant to the Internal Revenue Code. 

3. Deductions. Deductions attributable to United States income that is 
effectively connected, or treated as effectively connected, with a United 
States trade or business as described in subsections (d)(2)(F) 1. a. and 
(d)(2)(F)2.a. of this regulation, shall be determined by the allocation and 
apportionment rules set forth in Treasury Regulation sections 1861-8, 
1.861-8T (other than interest expense), and 1.882-5 (interest expense). 

4. California taxable income. The net income included in the com- 
bined report shall be determined pursuant to the Revenue and Taxation 
Code. 

5. Taxable. For purposes of this subparagraph a United States trade or 
business consists of activities sufficient to make the corporation taxable 
in a state as defined in Revenue and Taxation Code section 25 1 22 and the 
regulations adopted pursuant thereto. A corporation may be taxable in a 
state regardless of whether or not it is considered to have a permanent es- 
tablishment in the United States pursuant to a treaty entered into between 
the United Stales and the country in which the corporation is organized 
or has its principal place of business. 

EXAMPLE 1.: Corporation F, an organized foreign corporation, has 
less than 20% of the average of its property, payroll and sales factors 
within the United Slates. F has U.S. source income of ($ 1 00,000) includ- 
ing an ACRS depreciation deduction of $200,000. F's U.S. source in- 
come determined under California rules is $25,000 because California 
does not follow the ACRS depreciation system and allowable California 
depreciation is only $75,000. The amount of $25,000 shall be included 
in the combined report required under Revenue and Taxation Code sec- 
tion 251 10. 

EXAMPLE 2. Corporation F, a foreign corporation with a business of- 
fice in the U.S.. is engaged in the business of licensing patents, some of 
which it has either purchased or developed in the U.S. Licenses for the 
use of the U.S. developed patents outside the U.S. are negotiated by F's 
U.S. office. The royalties received from such foreign licenses is foreign 
source income considered effecfively connected income attributable to 
F's business office in the U.S. and shall be included in the combined re- 
port required under Revenue and Taxation Code section 251 10. 

EXAMPLE 3. Corporation F, a foreign corporation, has a branch of- 
fice in California where it sefis to customers located in the United Slates 
various products which are manufactured by that corporation in a foreign 
country. The corporation has U.S. gross sales of $1,000,000 and a cost 
of goods sold to the U.S. branch of $700,000. (Determined pursuant to 
Internal Revenue Code section 863, and the regulations adopted thereun- 
der.) Excess funds generated by F's U.S. business activities are invested 
in publicly traded securities issued by domestic corporations. F plans to 
use these excess funds to expand its U.S. facilities within the next three 
years. In the current year, the branch office derives from U.S. sources 
dividend income in the amount of $200,000 on these securities, and in- 
curs expenses of $50,000 in managing ihe investment portfolio. F«.>r fed- 
eral purposes, the dividends received from the investment in the securi- 
ties is considered effecfively connected with the conduct of its U.S. trade 
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or business. (Treasury Regulations section 1.864-4(c)(2)(iii)(B).) The 
dividends are considered U.S. source income for purposes of Revenue 
and Taxation Code section 251 10, subdivision (a)(4). 

For California purposes. $450,000 (gross receipts of $1,200,000 less 
expenses of $750,000) shall be included in the combined report required 
under Revenue and Taxation Code section 25 1 10. 

EXAMPLE 4. Corporation S is a corporation, domiciled in and orga- 
nized under the laws of a foreign country, which is engaged in the opera- 
tion of aircraft or a ship or ships and which has less than twenty percent 
of the average of its factors within the United States. The income oi' S, 
which is described in Internal Revenue Code section 883 and is therefore 
excluded from United States taxation, and the apportionment factors at- 
tributable thereto shall not be included in the combined report required 
under Revenue and Taxation Code section 25 1 10. 

6. U.S. apportionment factors. The United States located apportion- 
ment factors of a corporation for purposes of this subparagraph and para- 
graph (3) of this subsection shall be determined pursuant to Revenue and 
Taxation Code section 25 1 20 et seq. and the regulations adopted pur- 
suant thereto except that the terms property owned or rented and used 
during the taxable year, compensation paid during the taxable year, sales 
of the taxpayer during the taxable year, and other terms defining the nu- 
merator and denominator of any factor shall be construed on a basis con- 
sistent with the determination of its United States located income. 

(G) Choice of E or F. The United States income and apportionment 
factors of a foreign corporation which is not an electing taxpayer and 
which could be included in a combined report pursuant to both subsec- 
tions (d)(2)(E) and (F) of this regulation shall be determined under sub- 
section (d)(2)(F) and not under subsection (d)(2)(E) of this regulation. 

(3) Non-described entities. Any corporation which is a taxpayer 
which has made a water' s-edge election and which is not described in 
subsections (d)(2)(A) through (d)(2)(D) of this regulation shall deter- 
mine its income derived from or attributable to sources within California 
on the basis of its United States located apportionment factors and in- 
come and the income and apportionment factors of the other entities in- 
cluded in the water" s-edge group of which it is a member. (For a defini- 
tion of factors within the United States see clause (ii) of subparagraph (G) 
of paragraph (2) of this subsection.) 

(e) Intercompany accounts. California Code of Regulations, title 18, 
section 25106.5-1, shall apply to intercompany transactions that occur 
in taxable years beginning on or after January 1 , 200 1 . Prior versions of 
this regulation shall apply to intercompany transactions occurring in tax- 
able years beginning before January 1, 2001. 

NOTH: Authority died: Section 19503, Revenue and Taxation Code. Reference: 
Section 25 110, Revenue and Taxation Code. 

History 

1 . New section filed 1-3-89; operative 1-3-89 (Register 89, No. 4). 

2. Editorial correction of printing error in subsection (d) (Register 91, No. 32). 

3. Amendment of subsections (a), (c)(2)(C)(iii)-(iv), (d)(l)-(3) and (e)(2)(A), 
new subsections (b)(5), (d)(2)(C)(ii) and renumbering, (d)(2)(C)(iii)(V), 
(d)(2)(G)(ii)-(d)(2)(G)(ii)(II) and renumbering, repealer of subsection 
(d)(2)(G)(V) and renumbering filed 1 1-3-92; operative 12-3-92 (Register 92, 
No. 45). 

4. Change without regulatory effect amending subsection (a) and Noth filed 
6- 16-94 pursuant to section 100, title 1, California Code of Regulations (Regis- 
ter 94, No. 24). 

5. Change without regulatory effect amending section filed 4-3-2002 pursuant to 
section 100, title 1, California Code of Regulations (Register 2002, No. 14). 

6. Amendment of subsections (d)(2)(F)l.-2. and (d)(2)(F)3. filed 1-23-2007; op- 
erative 2-22-2007 (Register 2007, No. 4). 

§ 251 1 1 . Water's-Edge Election. 

(a) General. This regulation shall be applicable to taxable years begin- 
ning on or after January 1, 1994. 

( 1 ) The election. In order to make the water' s-edge election permitted 
by Revenue and Taxation Code section 25 1 1 0, a taxpayer must enter into 
a contract with the Franchise Tax Board. The contract must be for an 
84-month period. 



(2) Validity of Election. The election contract shall be considered val- 
id so long as there has been substantial performance of the requirements 
for entering into the contract. 

(A) For purposes of this subsection "substantial performance" means 
that although there may have been noncompliance with one or more pro- 
cedural or statutory requirements for making the election, the tax was 
computed consistent with a water" s-edge election and there exists addi- 
tional objective evidence to support the conclusion that an election was 
intended. 

1 . For purposes of this section objective evidence includes, but is not 
limited to: 

a. One or more of the follow ing substantially completed forms (or their 
successors) were attached to the original return: 100-WE, 1115. 1116, 
2411,2416, 2424, or 2426, or 

b. A Form 1117 request to terminate an election which sets forth the 
expiration date of the contract from which the first year of intended elec- 
tion can be determined, was filed before January 1, 1997; or 

c. A statement was attached to the original return indicating a water' s- 
edge election was being made. 

2. There may exist other evidence sufficient to support the conclusion 
that an election was intended, which may include checking a water" s- 
edge box on the return. 

(B) In the absence of a common parent election, whether or not there 
has been substantial performance of the procedural and statutory require- 
ments for entering into a contract shall be determined with reference to 
the actions of the entire water' s-edge group, as defined in subsection 
(b)(1). Substantial performance by every member of the water" s-edge 
group shall constitute substantial performance by the entire water" s- 
edge group. It is not necessary for every member of the group to substan- 
tially perform for an election to be valid. 

(3) Termination. 

(A) A taxpayer may request and the Franchise Tax Board shall termi- 
nate the election if the taxpayer is acquired by a larger nonelecting entity 
as described in subsection (i)(2)(A) of this regulation. The Franchise Tax 
Board may also in its discretion grant the taxpayer permission to termi- 
nate the election in other circumstances. 

(B) Fortaxableyearsendingonorbefore January 31, 1997. if the wa- 
ter' s-edge election of a corporation is affected by the amendments to this 
regulation effective October 31, 1998, 

1 . if prior to the effective date of such amendments the corporation was 
acquired by a non-electing, non-affiliated entity, and 

2. if subsequent to the acquisition but prior to the effective date of such 
amendments, the acquired taxpayer filed its returns as if no water' s-edge 
election were in place, the acquired taxpayer shall be deemed to have re- 
quested and been granted a termination of the water' s-edge election as 
of the time of acquisition. Any termination resulting from the operation 
of this subsection (a)(3)(B) shall not be subject to the provisions of sub- 
section (j) of this regulation. 

(4) Ability to re-elect. The fact that a taxpayer has filed a notice of non- 
renewal, or has terminated an election, or has been granted a change of 
election, shall not affect its abihty to make an election subsequently. 

(b) Definitions. 

(1) Water' s-edge group. Water" s-edge group for purposes of Reve- 
nue and Taxation Code section 25 1 1 1 means all corporations or other en- 
tities whose income and apportionment factors are considered pursuant 
to Revenue and Taxation Code section 25 1 10 in computing the income 
of the individual taxpayer for the current taxable year which is derived 
from or attributable to sources within this state. 

(2) Anniversary date. The anniversary date of the contract shall be the 
later of the original due date of the return or the due date of the return as 
extended. The anniversary date is established at the time the taxpayer en- 
ters into the contract and is on the same date for each subsequent year the 
election is in effect. 

(c) Election by common parent. Election by the common parent of a 
controlled group which files a consolidated federal return pursuant to In- 
ternal Revenue Code section 1501 , or the common parent wherever do- 
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miciled or organi/od. shall constitute an election by all members of the 
commonly controlled group which are part of the water' s-edge group, 
notwithstanding any prior or subsequent filing by any member of the 
conmionl y controlled water's-edge group for the taxable year for which 
the election is being made (taking into account the provisions of subsec- 
tion (g) of this regulation). The common parent may effect a common 
parent election whether or not the common parent is a taxpayer obligated 
to file a return in this state or will be a member of the water's-edge group 
for which the election is made. In such cases, the common parent election 
must be made t)n an original return filed by a memberof the water's-edge 
group required to file under this part. Effective for taxable years begin- 
ning on or after January 1 . 1 995, a commonly controlled group is defined 
by Revenue and Taxation Code section 25105. 

EXAMPLE: I . Parent, a calendar year taxpayer, makes a common par- 
ent water's-edge election and includes Subsidiary A, also a calendar year 
taxpayer, as a member of the water' .s-edge group. 

A. Parent, a California taxpayer, files a single group return on a com- 
bined basis for all members of the water's-edge group and includes the 
income and apportionment factors (both numerators and denominators) 
of A. A files a separate return and does not elect. A is deemed to have 
elected. 

B. Parent, a California taxpayer, files its own return on a combined ba- 
sis including the income and factors of A (denominators only) and other 
members of the water's-edge group. A files a separate return and does 
not elect. A is deemed to have elected. 

C. Parent is not a California taxpayer but makes a common parent elec- 
tion which B, a member of the water's-edge group, includes with its re- 
turn filed on a water's-edge basis. A files a separate return and does not 
elect. A is deemed to have elected. 

D. Parent is not a California taxpayer. No common parent election has 
been filed by any California taxpayer which is a member of the water's- 
edge group prior to the due dale (taking extensions into account) for filing 
a return. After the due date (taking extensions into account), a delinquent 
original California return is filed with a common parent election by a 
member of a commonly controlled group. Unless the corporation filing 
the return has a requirement to file a return with California and is a mem- 
ber of the water's-edge group, there is no valid election. 

EXAMPLE 2. Same as 1 but Parent and A have different fiscal years. 
P's taxable year ends 3/31 and A's taxable year ends 12/31. P files its 
3/31/98 taxable year return on 1/15/99 on a combined basis which in- 
cludes A. A files its 12/31/98 return on 10/15/99 on a separate company 
basis and does not elect. A is deemed to have elected. A's and P' s election 
begins 1/1/98 in accordance with the provisions of subsection (g) of this 
regulation. 

(d) Election, those affected. 

( 1 ) In general. The contract, to be effective, must be entered into by all 
corporations required to file under this part which are part of the water' s- 
edge group, or by the common parent electing in accordance with the pro- 
visions of subsection (c) of this regulation. A taxpayer or group of affili- 
ated taxpayers, which is engaged in more than one unitary business, may 
make a water's-edge election with respect to one or more of the busi- 
nesses, but it need not elect for all of its businesses. 

EXAMPLE: Taxpayers A and B are members of an affiliated group 
which includes C, D, E and F, all incorporated in the United States, and 
G, H and I, all incorporated outside of the United States. G. H and I have 
no factors in the United States, are not eligible to be included in a federal 
consolidated return, and have no Subpart F income. A, C, D and G are 
engaged in one unitary business. B, E, F, H and I are engaged in a separate 
unitary business. Either A or B may elect to file on a water's-edge basis 
pursuant to Revenue and Taxation Code section 251 10. It is not neces- 
sary for both A and B to make a water's-edge election. 

(2) Changes in affiliation. Except as provided in Revenue and Taxa- 
tion Code section 25 1 1 1 , subdivision (b), taxpayers will be bound by any 
valid contract they entered into, or are deemed to have entered into, for 
the entire term of the contract. Taxpayer will, for example, be bound by 
the election in the following situations: 



(A) Subsequently taxable. A member of the water' .s-cdge group which 
becomes subject to tax under this part subsequent to the election, or. sub- 
sequent to the election, is determined to have been subject to tax at the 
time of the election, shall be deemed to have elected. 

(B) Subsequently determined to be a member of the water's-edge 
group. Except as provided in of Revenue and Taxation Code section 
25 1 1 1 , subdivision (b), if an affiliated corporation which is a non-elect- 
ing taxpayer is subsequently proved to be a member of the water" .s-cdge 
group pursuant to a Franchise Tax Board audit determination, such affili- 
ate shall be deemed to have made a water's-edge election effective as of 
the date of the election of the other members of the water's-edge group. 
A Franchise Tax Board audit determination shall be evidenced by the is- 
suance of a notice of deficiency proposed to be assessed or a notice of tax 
change. 

(C) Subsequently becoming a memberof the water's-edge group. Ex- 
cept as provided in of Revenue and Taxation Code section 25 1 1 1 , subdi- 
vision (b), a corporauon subject to tax under this part which becomes a 
member of an electing water's-edge group subsequent to an election 
having been made by the group shall be deemed to have elected, and shall 
be bound by, the election and the contract made by the group for the re- 
maining term of the contract. In the event that such corporation becomes 
a member of an electing water's-edge group for part of a year, then such 
corporation shall be considered a water's-edge electing taxpayer only 
with respect to such part of a year and not for the entire year. 

EXAMPLE: A elects to file its returns in accordance with Revenue and 
Taxation Code section 251 10 for a period of 84 months beginning in 
1 994 and ending in 2000. B makes no election under Revenue and Taxa- 
tion Code section 25 1 1 and files its returns for years through 1 997 pur- 
suant to Revenue and Taxation Code section 25 1 1 . In 1 998 A and B be- 
come engaged in a unitary business. For 1998 through 2000, B is deemed 
to have elected and shall be subject to the terms of A's election and con- 
tract. 

(D) Reorganizations. Subject to the provisions of Revenue and Taxa- 
tion Code section 25 1 1 1 , subdivision (b), a reorganization under sections 
of the Revenue and Taxation Code and Internal Revenue Code section 
368 involving a water's-edge taxpayer will not cause a termination of the 
water's-edge election. In the case of an acquisitive reorganization, the 
water's-edge election is a tax attribute which will carry over to the ac- 
quiring corporation. Thus, for example, if a water" s-edge taxpayer which 
is a party to a reorganization merges or liquidates into an acquiring corpo- 
ration as a result of the reorganization, the water's-edge election will 
carry over and be binding upon the acquiring corporation. Each member 
of the acquiring group which is subject to tax under this part and which 
is, or subsequently becomes, unitary with the acquired water's-edge tax- 
payer or its successor shall be deemed to have elected and shall be bound 
by the acquired corporation's water's-edge election. 

The carryover water's-edge election will not be binding on nonunitary 
activities of the acquiring corporation or its affiliates. 

EXAMPLE: Corporation A, a calendar year taxpayer, elects to file its 
returns on a water's-edge basis for a period of 84 months beginning Janu- 
ary 1, 1994. Corporation B, an unrelated calendar year taxpayer, has nev- 
er made an election and files its California returns on a worldwide basis. 
On July 1, 1996, Corporation A is acquired by Corporation C, a unitary 
affiliate of Corporation B, in a statutory merger qualifying under Internal 
Revenue Code section 368(a)( 1 )(A). Corporation C was not itself a Cali- 
fornia taxpayer prior to acquiring Corporation A. The merged operations 
of former Corporation A became unitary with the pre-merger operations 
of surviving Corporation C, and therefore with Corporation B, effective 
January 1, 1997. 

Corporation A's water's-edge election carries over to Corporation C. 
For the period July 1 , 1 996, through December 31,1 996, Corporation C 
will compute the taxable income attributable to the nonunitary merged 
activities of Corporation A on a water's-edge basis. Corporation B will 
compute its taxable income on a wotldwlde basis, including the pre- 
merger operations of surviving Corporation C, but not including the op- 
erations of Corporation C which were acquired by merger with Corpora- 
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tion A. (Since Corporation C was not a taxpayer prior to acquiring 
Corporation A, it does not have a California filing requirement with re- 
spect to the business operated by Corporation C before the merger.) Ef- 
fective January 1, 1997, both Corporation B and Corporation C will be 
required to compute their income on a water' s-edge basis. 

(E) Liquidations. A water" s-edge election is a tax attribute which will 
carry over and be binding upon the distributee(s) of property in a com- 
plete liquidation of a water"s-edge taxpayer to which Internal Revenue 
Code section 332 applies. However, for purposes of this subsection, the 
definition of "owner of stock" as set forth in of Internal Revenue Code 
section 332(b)( 1 ) shall not apply. Rather, the owner of stock shall be de- 
fined as any corporation which is related to the liquidating corporation 
because of either of the following: 

1. It owns directly or indirectly more than 50 percent of the voting 
stock of the liquidating corporation. 

2. More than 50 percent of voting stock of both it and the liquidating 
corporation is owned or controlled directly or indirectly by any bank or 
person (as defined in Internal Revenue Code section 7701(a)(1). 

The carryover water' s-edge election will not be binding on nonunitary 
activities of the distributee corporation(s) or its affiliates. 

(F) Transfer to controlled entity. If an electing taxpayer transfers prop- 
erty to a corporation in a transaction to which Internal Revenue Code sec- 
tion 351 applies, the water' s-edge election will be binding upon the 
transferee of the property. The carryover water's-edge election will not 
affect nonunitary activities of the transferee corporation. 

(G) Subsequently disaffiliated. Except as provided in Revenue and 
Taxation Code section 25111, subdivision (b), where a corporation 
ceases to be a member of the water's-edge group, the election shall con- 
tinue in force until the term has expired. A failure to file a notice of nonre- 
newal shall result in the renewal of the existing contract. For ability to 
terminate election, see subsection (i) of this regulation. 

(e) Time of making the contract. The contract must be entered into at 
the time the original return for the year is filed and must be signed by an 
officer of the electing corporation. In the case of an election by the com- 
mon parent of a controlled group, the contract must be signed by an offi- 
cer of the common parent. For purposes of this section: 

( 1 ) The original return is the last return filed on or before the due date 
(taking extensions into account) regardless of the form on which it is filed 
or however it may be denominated, or, if no return is filed by that date, 
the first return filed after such date. The contract may not be entered into 
through an amended return filed after the due date (taking extensions into 
account) of the original return. 

(2) Timely filings which only supplement a previously filed return, or 
correct mathematical or other errors, shall be considered as incorporating 
the previously filed return, to the extent not inconsistent, and shall be 
treated as the original return for purposes of making a water's-edge elec- 
tion if they contain objective evidence of substantial performance as pro- 
vided in subsection (a)(2) of this regulation. Any filing described in this 
subsection (e) of this regulation which clearly reflects an intent to with- 
draw an election made on previously filed return shall be treated as an 
original return. 

EXAMPLE ] : T is a calendar year taxpayer which obtains a seven- 
month extension of time to file its return. 

A. T files its original return on October 15 of the year. The contract 
shall be entered into on October 15. 

B. T files its original return on May 15 of the year. The contract shall 
be treated as entered into on October 15. 

C. T files a return on May 15 and files a second return on October 15. 
T's original return was filed on October 15. The election must be made 
by that time. If T's May 15th filing makes a water's-edge election, and 
the election is withdrawn in the October 15th filing, the election made on 
May 15th has no effect. If T's May 15th filing did not make a water's- 
edge election, and a water's-edge election is made on the October 15th 
filing, T has made a water's-edge election. 

EXAMPLE 2. T, a calendar year taxpayer, files a return on February 
15. T's return is treated as being filed on March 15, and March 15 is the 



date the contract is considered to have been entered into. Any return filed 
after March 1 5 (the due date of the return) will be considered an amended 
return. 

EXAMPLE 3. T, a calendar year taxpayer, has a due date for its return 
of March 1 5. It files a return on February 15 and files a .second return on 
March 10. The return filed on March 10 is treated as the original return 
for the year. The election to file on a water's-edge basis must be made 
on the March 10 filing to be effective. If T's February 15 filing makes a 
water' .s-edge election and the March 10 filing does not make an election, 
the election made on the February 1 5 return has no effect. If T's Febaiary 
15lh filing did not make a water's-edge election, and a water's-edge 
election is made on the March 10th filing, T has made a water's-edge 
election. 

(f) Length of contract. At the time the contract is entered into, the tax- 
payer must agree to file on a water' s-edge basis for an 84-month period. 
If a change in accounting periods is made which results in a short period 
tax year, it shall not shorten the period covered by the contract. 

(g) Effect of different fiscal years. In the case of taxpayers which are 
on different fiscal years, each member of the water's-edge group shall 
make the election upon its original return for the taxable year for which 
the election is being made. The election shall become effective as of the 
beginning of the taxable year of the last member of the water's-edge 
group to file its return and elecfion. The 84-month election period for 
each member of the water's-edge group will run from the date that the 
election becomes effective, i.e.. the beginning of the taxable year of the 
last member of the water's-edge group to elect. 

Each taxpayer in the group shall calculate its tax on a worldwide basis 
for that portion of the year between the beginning of its taxable year and 
the beginning of the taxable year of the last member of the group to make 
the election, and on a water's-edge basis for the remainder of the ta.xable 
year. 

EXAMPLE: Corporation A and Corporafion B are California taxpay- 
ers engaged in a unitary business and wish to make a water's-edge elec- 
tion. Corporation A's taxable year ends December 31 and Corporation 
B's taxable year ends March 31. A files an election for its taxable year 
ended December 31,1 994, on its return filed on October 15,1 995. B files 
an election for its taxable year ended March 31, 1995, on its return filed 
on January 15, 1996. 

Corporation A's 84-month election period begins April 1, 1994, the 
beginning of the taxable year of the last member of the group to elect. 
Corporation A will file its return for the taxable year ending December 
31 , 1994, apportioning its income to California on a woridwide basis for 
the period from January 1, 1994, through March 31, 1994, and on a wa- 
ter's-edge basis for the period from April 1, 1994, through December 31, 

1 994. Corporation B will file its return for the taxable year ending March 
31. 1995, apportioning its income to California on a water's-edge basis 
for its entire taxable year. 

(h) Renewal. 

(1) Automatic. Once a contract is entered into, it shall automatically 
renew on its anniversary date unless a notice of nonrenewal is filed with 
the Franchise Tax Board. Such renewal shall extend the 84-month period 
of the contract for an additional 12 months. Except as provided in Reve- 
nue and Taxation Code section 25 1 1 1 . 1 , a contract shall always be in ef- 
fect 84 months from the beginning of the taxable year covered by the 
most recent anniversary date absent a notice of nonrenewal. 

EXAMPLE: T, a calendar year taxpayer, makes a water's-edge elec- 
fion and enters into an 84-month contract with its return filed March 15, 

1995. The contract covers the taxable years 1 994 through 2000. No time- 
ly notice of nonrenewal is received prior to the fime T files its return for 
the taxable year 1995 on March 15, 1996. The contract is automatically 
renewed and extends the election through the taxable year 2001. 

(2) Notice of nonrenewal. 

(A) In general. A taxpayer may file a nofice of nonrenewal at any time 
within the contract period. A taxpayer may file a nofice of nonrenewal 
at the same time it makes the elecfion. In order to be effective to terminate 
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the automatic rLMiewal provisions, the notice must be delivered to the 
Franchise Tax Board at least 90 days prior to the anniversary dale. Deliv- 
ery may be made in person or by mail. In the case of a mailed notice, the 
date of the postmark shall constitute the dale of delivery. For a notice of 
nonrenewal to be effective, it must be entered into or be consented to by 
all taxpayers which are members of the water" s-edge group. A notice ol' 
nonrenewal may be filed by the common parent of a controlled group for 
all California taxpayers. 

If a member of the water' s-edge group is deemed to have made an 
election pursuant to the provisions of subsection (d)(2)(A) or (B) of this 
regulation, such member shall also be deemed to have entered into any 
notice of nonrenewal filed by the other members of the water' s-edge 
group. 

EXAMPLE 1 : T, a calendar year taxpayer, makes a water" s-edge elec- 
tion and enters into an 84-month contract with its return filed March 15, 
1995. 

A. T files a notice of nonrenewal on March 15.1 995. The contract shall 
be in effect for the taxable years 1994 through 2000. For taxable years 
2001 and thereafter, T shall file under Revenue and Taxation Code sec- 
tion 25 1 1 , unless a new contract is entered into prior to or with the return 
filed for the taxable year 2001. 

B. T files a notice of nonrenewal on February 15, 1996. The original 
contract was in effect for the taxable years 1 994 through 2000. T's notice 
of nonrenewal is not timely to prevent the automatic renewal as of March 
15, 1996. The contract shall be extended for one year and shall include 
the taxable year 200 1 . The notice of nonrenewal shall be effective for tax- 
able years 2002 and thereafter. 

EXAMPLE 2. T, a calendar year taxpayer, makes a water' s-edge elec- 
tion and enters into an 84-month contract with its return filed May 15, 

1995. Thad an extension to file its return until October 15, 1995. T files 
a notice of nonrenewal on July 1, 1996. Since the notice of nonrenewal 
was filed at least 90 days prior to the anniversary date of October 15, 

1 996. the contract shall be in effect for taxable years 1994 through 2000. 
(B) Effect on election. Serving a notice of nonrenewal shall not termi- 
nate the taxpayer's obligation to file pursuant to Revenue and Taxation 
Code section 251 10 until the 84-month period has expired. 

(i) Termination of election. 

( 1) In general. A taxpayer may terminate the election if: 

(A) it is acquired directly or indirectly by an unaffiliated non-electing 
entity which, with those of its affiliates which are included in its com- 
bined report, is larger in terms of equity capital than is the taxpayer, 

(B) the Franchise Tax Board grants permission. 

(2) Acquisition by larger entity. 

(A) In general. A taxpayer which is acquired by a larger, unaffiliated 
entity may request, and the Franchise Tax Board .shall allow, the termina- 
fion of an elecUon effective for the taxable year immediately succeeding 
the taxable year in which it is acquired, directly or indirectly, by a larger 
entity. The request must be made no later than the due date of the return 
(including extensions) for taxable year immediately succeeding the year 
of acquisition. 

(B) For purposes of Revenue and Taxation Code section 251 1 1, subdi- 
vision (b)(1), "taxpayer" means the individual corporation with a re- 
quirement to file under this part. It does not mean the water' s-edge group 
or all the members of the water" s-edge group which are required to file 
under this part. 

(C) AcquisiUon. A taxpayer is acquired if it, or any entity or entides 
which own a majority of its voting stock, has a quantity of its voting stock 
purchased by another entity sufficient to give such entity control of over 
50 percent of such stock sufficient so that it may control the affairs of the 
purchased enfity. 

(D) The relative size of the taxpayer and the acquiring entity shall be 
determined by a comparison of their equity capital. For purposes of this 
provision equity capital includes issued stock of any class, paid in capital, 
and retained earnings or earned surplus, as set forth on the balance sheet 
of such entity for the immediately preceding year-end accounting peri- 
od. 



(3) Request for termination of election. 

(A) In general. A taxpayer may request permission of the Franchise 
Tax Board to terminate its election pursuant to Revenue and Taxation 
Code section 25 1 1 1 , subdivision (b)(2), at any time. 

(B) Conditions for granting. The request shall be granted only if the 
taxpayer demonstrates to the satisfaction of the Board that the require- 
ment to file returns under Revenue and Taxation Code section 251 10 
rather than under Revenue and Taxation Code section 25 1 1 for the un- 
expired term of the contract shall result in a significant disadvantage to 
the taxpayer, and that such disadvantage is the consequence of an ex- 
traordinary and significant event which could not have been reasonably 
anticipated at the time the original election was made. 

1 . Extraordinary and significant event. For purposes of this subsection 
an extraordinary and significant event includes but is not limited to: 

a. Changes in ownership or affiliation. The acquisition of the taxpayer 
directly or indirectly by a new owner, the acquisition by the taxpayer or 
its affiliates of new subsidiaries, or a reorganization or sale or other action 
resulting in a disaffiliation of the taxpayer from some or all of its affili- 
ates. Changes in ownership or affiliation undertaken for tax avoidance 
purposes or for purpo.ses of avoiding the water' s-edge contract do not 
constitute an extraordinary or significant event. A request for termination 
of election made by reason of a change in ownership or affiliation must 
be made no later than the due date (including extensions) of the return for 
the taxable year immediately succeeding the taxable year in which the 
change in ownership or affiliation occurred. 

2. Significant disadvantage. A significant disadvantage includes but 
is not limited to a material difference, w hich is unfavorable to the taxpay- 
er, between California tax liabilities, computed pursuant to Revenue and 
Taxation Code sections 251 10 and 25101 over the remaining life of the 
election. Such material difference must be shown in respect of the aggre- 
gate tax liabilities of all members of the water' s-edge group subject to 
tax in California. Such material difference must be demonstrated by rea- 
sonable estimates which take into account all currently and readily avail- 
able pertinent information. The taxpayer must demonstrate that the sig- 
nificant disadvantage is the result of the particular extraordinary and 
significant event giving rise to the request. 

(4) Effective date. Except as otherwise provided, any request granted 
by the Franchise Tax Board pursuant to subsection (i)(3) of this regula- 
tion shall be effective for the taxable year immediately succeeding the 
taxable year in which the qualifying event occurred. If requested by the 
taxpayer, the Franchise Tax Board may grant the request effective for 
some later taxable year. Requests may not be retroactive. 

(5) Form and procedures. 

(A) Form. A request to terminate an election must be made in writing 
and it must include a statement of the reason for the request. The request 
must be mailed to the Franchise Tax Board under separate cover. Re- 
quests included in a tax return or enclosed with other correspondence not 
related to the request to terminate will not constitute adequate notifica- 
tion of a request to terminate the election and will be treated as if not filed. 

1. A request made pursuant to Revenue and Taxation Code section 
25111, subdivision (b)(1), must include a statement of the facts which 
demonstrate that the conditions of subsection (i)(2) of this regulation 
have been satisfied. 

2. A request made pursuant to Revenue and Taxation Code section 
25 1 1 1 , subdivision (b)(2), must include a statement as to why the require- 
ments of subsection (i)(3)(B) of this regulation are satisfied. It must in- 
clude an accounung of the gains and losses described in subsections 
(j)(4) and (5) of this regulation. 

(B) Withdrawal. The taxpayer may withdraw its request at any time 
prior to the Franchise Tax Board's granting permission. 

(C) Franchise Tax Board review. In considering a request, the Fran- 
chise Tax Board may examine books and records with respect to gains 
and losses covered by subsections (j)(4) and (5) of this regulation, earn- 
ings and profits of affiliated corporaUons, the nature of the event giving 
rise to the request, the consequences of such event, and such other rele- 
vant matters. 
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(D) Time of action. Within 90 days of receipt of a request to terminate 
the election, the Franchise Tax Board shall either act on such request or 
advise the taxpayer what additional information is needed to consider the 
request. Following receipt of all such additional information, the Fran- 
chise Tax Board shall act on the request within 90 days. 

1. If in the case of a request pursuant to Revenue and Taxation Code 
section 25 1 1 1 , subdivisions (b)(2). the Franchise Tax Board takes no ac- 
tion or requests no additional information, the request is deemed disal- 
lowed on the expiration of the 90 days. The taxpayer may grant the Fran- 
chise Tax Board additional time to consider the request. 

2. If in the case of a request pursuant to Revenue and Taxation Code 
section 251 1 1, subdivision (b)( 1 ), the Franchise Tax Board takes no ac- 
tion or requests no additional information, the taxpayer shall be deemed 
to have met the requirements for termination on the expiration of the 90 
days. 

(j) Conditions of termination of election. If the Franchise Tax Board 
grants a request to terminate an election pursuant to Revenue and Taxa- 
tion Code section 251 11, subdivision (b)(2), the following conditions 
shall be imposed as necessary to prevent the avoidance of tax or clearly 
reflect income for the period the election was, or was purported to be, in 
effect. 

(1) Dividends. Dividends received during the remaining period of the 
contract from affiliated corporations not described in Revenue and Taxa- 
tion Code section 25 110 shall be considered to have been paid first out 
of earnings and profits not included in a combined report of a unitary 
business for purposes of Revenue and Taxation Code section 25 106. To 
the extent dividends exceed such earnings and profits, they may be con- 
sidered to be subject to Revenue and Taxation Code section 25106. 

(2) Gains. Gain on distribution with respect to stock which are not divi- 
dends or from the sale or other disposition of assets received during the 
remaining period of the contract from affiliated corporations not de- 
scribed in Revenue and Taxation Code section 251 10 shall not be def- 
erred or eliminated. 

(3) Losses. Loss from the sale or worthlessness of stock or from the 
sale or other disposition of assets of an affiliated corporation not de- 
scribed in Revenue and Taxation Code section 251 10 during the remain- 
ing period of the contract shall be allowed only to the extent of income 
or gain recognized by reason of subsections (j)( 1 ) or (j)(2) of this regula- 
tion unless such loss would have been recognized on the return filed un- 
der Revenue and Taxation Code section 25 1 1 0. 

(4) Gain on water's-edge affiliates. Gain on the disposition of stock 
of an affiliated corporation which was included in a combined report 
prior to the election under Revenue and Taxation Code section 25 1 10, or 
on the disposition of assets of such affiliate, and which was excluded 
from the combined report by reason of Revenue and Taxation Code sec- 
tion 251 10, shall be included in income in the first return filed after the 
termination of the election. 

(5) Losses on water' s-edge affiliates. Loss on the disposition of stock 
of an affiliated corporation which was included in a combined report 
prior to the election under Revenue and Taxation Code section 25 1 1 0, or 
on the disposition of assets of such affiliate, and which was excluded 
from the combined report by reason of Revenue and Taxation Code sec- 
tion 251 10, shall be included in income in the first return filed after per- 
mission is granted to the extent that gain is included under subsection 
(j)(4) of this regulation. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25 11 1 , Revenue and Taxation Code. 

History 

1. New section filed 1-3-89; operative 1-3-89 (Register 89, No. 4). 

2. Amendment filed 1 1-3-92; operative 12-3-92 (Register 92, No. 45). 

3. Change without regulatory effect amending subsections (a), (a)(1) and (2), (0- 
(h)(1), (h)(2)(B) and Note filed 6-16-94 pursuant to section 100, title 1 , Cali- 
fornia Code of Regulations (Register 94, No. 24). 

4. Amendment filed 10-1-98; operative 10-31-98 (Register 98, No. 40). 

5. Change without regulatory effect repealing section filed 3-12-2002 pursuant 
to section 100, title'l , California Code of Regulations (Register 2002, No. 11). 



6. Change without regulatoi7 effect renumbering former section 251 1 1-1 to sec- 
lion 25111. including amendment of section heading and section, filed 
4-2-2002 pursuant to section 1 00. title 1 , California Code of Regulations ( Reg- 
ister 2002. No. 14). 

§ 251 11-1. Water's-Edge Election and Changes for 

Income Years Beginning Prior to January 1, 
1994. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 251 1 1, Revenue and Taxation Code. 

Hl.STORY 

1 . Change without regulatory effect adding new section filed 6-16-94 pursuant to 
.section 100, title 1, California Code of Regulations (Register 94. No. 24). 

2. Amendment filed 10-1-98; operative 10-31-98 (Register 98, No. 40). 

3. Change without regulatory effect renumbering former section 251 1 1-1 to sec- 
tion 251 1 1 filed 4-2-2002 pursuant to section 100. title 1. California Code of 
Regulations (Register 2002, No. 14). 

§ 251 11.1. Rescission of Existing Water's-Edge Elections. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25 1 1 1 . 1 , Revenue and Taxation Code. 

History 

1. New section filed 9-20-95; operative 10-20-95 (Register 95, No. 38). 

2. Change without regulatory effect repealing section filed 3-12-2002 pursuant 
to seclion 1 00, title I , California Code of R'egulalions (Register 2002. No. 11). 

§ 251 1 2. Penalties for Failure to Supply Information or 
Documents. 

(a) Penalty for failure to furnish information. 

( 1 ) In general. If a corporation making a water' s-edge election under 
Revenue and Taxation Code section 25 1 10 fails to furnish any informa- 
tion described in Revenue and Taxation Code section 25 1 1 2, subdivision 
(b), within 60 days of a written request by an auditor or attorney of the 
Franchise Tax Board, such corporation shall pay a penalty of $1,000 for 
each taxable year with respect to which such information is not timely 
furnished. Additional monetary penalties of up to $24,000, for a total 
penalty of $25,000, may be assessed if the failure to furnish information 
continues. 

(2) Basis for assessing penalty. 

(A) Taxable year. The penalty is assessed with respect to each taxable 
year for which the request is made. A single request for information may 
apply to several years and a failure to furnish information in response to 
such request may give rise to a penalty for each taxable year covered by 
the request. Requests may be made for information for more than one tax- 
able year during a calendar year or twelve-month period. A failure to fur- 
nish information may give rise to a penalty for each taxable year in spite 
of the fact that penalties are assessed for two or more taxable years during 
a calendar year or twelve-month period. 

(B) Failure to furnish. The penalty is assessed for a failure to furnish 
information, not for each failure to furnish information nor for each item 
of information or document not furnished. The penalty applies to each 
individual corporation required to file under the Corporation Tax Law to 
which the written request is directed. Filing Schedule R-7. Election to 
File a Single Return, shall not relieve each of the entities upon whose be- 
half such election is filed from Hability for such penalty. 

(C) Substantial nature. The failure to supply information must be of a 
substantial nature which may be demonstrated either by the potential sig- 
nificance or the quantity of the item or items not supplied. 

(3) Notice. The corporation must be informed in the written request for 
information that it is subject to the penalty provided for in Revenue and 
TaxaUon Code section 25 1 1 2. subdivision (a), before the penalty may be 
assessed. A corporation shall normally only be advised that it may be sub- 
ject to the penalty provided for in Revenue and Taxation Code section 
251 12, subdivision (a), if it has previously failed to provide the informa- 
tion requested, whether specifically or generally. The notice shall set 
forth the basis upon which prior responses have been unsatisfactory. 

(4) Increase in penally for continued failure after notification. If a fail- 
ure described in subsection (a)(1) of this regulation continues for more 
than 90 days after the date on which a bureau director or a supervising 
counsel mails notice of such failure to the reporting corporation, that cor- 
poration shall pay a penalty of $ 1 ,000, in addition to the penalty imposed 
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hy Revenue and Taxation Code section 25 1 12, subdivision (a), and sub- 
section (a)( 1 ) of this regulation, for each 30-day period (or fraction there- 
of) during which such failure continues after such 9()-day period has ex- 
pired. The additional penalty imposed by Revenue and Taxation Code 
section 251 12, subdivision (c), and described in this paragraph shall be 
limited to a maximum of $24,000 for the failure for each taxable year. 
(.5) Reasonable cause. 

(A) Time. For purposes of Revenue and Taxation Code section 251 12, 
subdivision (a), the time prescribed for furnishing information under 
subsection (a)( 1 ) of this regulation, and the beginning of the 90-day peri- 
od after mailing ol' notice by the bureau director or supervising counsel 
under subsection (a)(4) of this regulation, shall be treated as being not 
earlier than the last day on which reasonable cause existed for failure to 
furnish the information. Absent a showing by the taxpayer, it shall be pre- 
sumed that reasonable cause did not exist for failure to submit the re- 
quested information as of the date of the request provided for in subsec- 
tion (a). 

(B) Tolling. The sixty-day and ninety-day time periods shall be tolled 
during the period of time for which the question of reasonable cause is 
under review. 

(C) Showing. To show that reasonable cause existed for failure to fur- 
nish information as required by Revenue and Taxation Code section 
25 1 12, the reporting corporation must make an affirmative showing of 
all facts alleged as reasonable cause for such failure in a written statement 
containing a declaration that it is made under the penalties of perjury. The 
statement must be filed with the bureau director or supervising counsel 
who signed the notice of failure. Such bureau director or supervising 
counsel shall determine whether the failure to furnish information was 
due to reasonable cause, and if so, the period of time for which such rea- 
sonable cause existed. The taxpayer shall be notified of the determina- 
tion. 

(D) Destruction or retention. Destruction of a document, or failure to 
maintain information, if occurring in the normal course of business, is 
reasonable cause for failure to furnish information for purposes of penal- 
ties asserted under Revenue and Taxation Code section 25 1 12, subdivi- 
sions (a) and (c), unless the document or information is otherwise re- 
quired to be maintained by Article 1.5 of Chapter 17 of the Corporation 
Tax Law. 

(E) Location. Location of a document or information in a foreign coun- 
try may provide reasonable cause for not supplying the document or in- 
formation for a period of time not to exceed 90 days. 

(6) Other penalties. The information required by Revenue and Taxa- 
tion Code section 251 12, subdivision (b), and which may be requested 
under Rex enuc and Taxation Code section 25 1 1 2 must be furnished even 
though it may not ultimately affect the amount of any tax due under the 
Corporation Tax Law. For criminal penalties for failure to file a return 
and filing a false or fraudulent return, see Revenue and Taxation Code 
sections 19706, 19701 and 19705. 

(7) Manner of assessing. 

(A) Initial penalty. The penalty provided for in Revenue and Taxation 
Code section 251 12, subdivision (a), shall be assessed in a manner simi- 
lar to the assessment of additional tax and all rights, duties and remedies 
shall apply. 

(B) Additional amounts. The additional penalties provided for in Rev- 
enue and Taxation Code section 25 1 1 2, subdivision (c). shall be assessed 
in a manner similar to the assessment of additional tax except that a notice 
need not be issued until the full penalty has accrued, or 45 days after the 
failure to submit has been cured. The protest and pursuit of other reme- 
dies provided with respect to the penalty provided for in Revenue and 
Taxation Code section 25 1 1 2, subdivision (a), shall not stay the accruing 
and assessment of penalties pursuant to subdivision (c) of such section. 
If it is ultimately determined that the penalty provided for in Revenue and 
Taxation Code section 251 12, subdivision (a), should not be assessed, 
any penalty asserted under Revenue and Taxation Code section 251 12, 



subdivision (c), shall be withdrawn and refunded, if paid, with interest as 
otherwise required by law. 

(b) Exclusion of the documentation for failure to substantially comply 
with a formal document request. 

(1) In general. The superior courts of the State of California for the 
counties of Los Angeles, Sacramento or San Diego, or for the City and 
County of San Francisco may. upon motion by the Franchise Tax Board, 
issue an order prohibiting the introduction by the taxpayer of documenta- 
tion requested in a formal document request if the taxpayer fails to sub- 
stantially comply with such formal document request within 90 days of 
the receipt of such request. The 90-day period is tolled during the pen- 
dency of any court proceeding reviewing such request. This sanction is 
in addition to any other sanction or penalties which might he applied or 
sought by the Franchise Tax Board. The sanction of nonadmissibility 
does not arise if the taxpayer establishes that the failure to provide the 
documentation as requested by the Franchise Tax Board is due to reason- 
able cause. 

(2) Description. 

(A) In general. A formal document request is not routine to the begin- 
ning of an audit or administrative review, but is to be made after normal 
request procedures have been unsuccessful in obtaining documentation 
in the course of an audit. Normal request procedures include those which 
are similar to those which would subject a taxpayer in noncompliance to 
the penalty prescribed by Revenue and Taxation Code section 251 12, 
subdivision (a), and must be made in writing. It is not necessary, howev- 
er, that the penalties otherwise provided by Revenue and Taxation Code 
section 25 1 1 2 or any other section of the Revenue and Taxation Code be 
imposed for the requirement of a normal request procedure to be satis- 
fied. 

(B) Form. A formal document request shall: 

1. be mailed by registered or certified mail to the taxpayer at its last 
known address, 

2. set forth the time and place for the production of the documentation, 

3. set forth a statement of the reason the documentation previously 
produced (if any) is not sufficient, 

4. provide a description of the documentation being sought, 

5. set forth the consequences to the taxpayer of the failure to produce 
the documentation, and 

6. shall be signed by the Assistant Executive Officer, Compliance or 
the Chief Counsel of the Franchise Tax Board. 

A formal document request may also include a requirement that an En- 
glish translation of the foreign documents be suppHed if it exists. 

(3) Substantial compliance. Whether a taxpayer has substantially 
complied with a formal document request shall depend upon all the facts 
and circumstances. For instance, if the Franchise Tax Board presents a 
taxpayer with a formal document request for 10 items and the taxpayer 
produces 9 of them but fails (without reasonable cause) to produce one 
requested document that appears to be significant, the Franchise Tax 
Board may request that all or any number of the documents be excluded. 
A court may decide that there has not been substantial compliance and 
exclude all or any portion of the documents. Such an exclusion might oc- 
cur if the documents produced by the taxpayer were all favorable to or 
tended to support its position while the one which was not produced 
might damage or undermine that position. However, when the Board is- 
sues formal document requests in the course of an audit, and when, for 
example, the taxpayer fails to comply with one particular request for only 
one document, the taxpayer's fimely satisfaction of other requests is one 
factor (but not the only factor) to be considered in determining whether 
overall compliance has been substantial. If overall compliance in such a 
situation has been substantial, the document requested but not supplied 
could be admissible. 

(4) Reasonable cause. 

(A) In general. In determining whether there was reasonable cause for 
failure to produce, a court may take into account, among other grounds. 
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whether the request is reasonable in scope, whether the requested docu- 
ments or copies thereof are available within the United States, and the 
reasonableness of the requested place of production within the United 
States. 

(B) Foreign laws. The fact that a foreign jurisdiction would impose a 
civil or criminal penalty on the taxpayer (or any other person) for disclos- 
ing the requested documentation is not reasonable cause unless the Supe- 
rior Court, after in camera review of the documentation, finds it to be. 

(C) Minority status. A determination of whether ownership of less 
than a majority of the voting stock of an entity which has custody of a 
document is reasonable cause shall depend upon the facts and circum- 
stances of the case. 

(D) Delays. Reasonable cause may excuse delay in production. Forex- 
ample. translation of documents into English pursuant to a request by the 
Franchise Tax Board may reasonably cause a delay in production of such 
documents. 

(E) Not currently existing. The fact that a document is not otherwise 
required to be maintained, has not been maintained, or has been de- 
stroyed shall not prevent a court from issuing an order providing for the 
exclusion of a later discovered copy of such document. 

(F) Copies. The reasonableness of a demand for the production of the 
originals of foreign documents rather than copies may be resolved inju- 
dicial proceedings to quash the request. If the foreign country makes it 
impossible to remove the original documents requested not because of 
secrecy laws but, for example, because of its tax laws or laws as to the 
rights of creditors, true copies may be sufficient. 

(5) Judicial proceedings. 

(A) Motion to quash. A judicial proceeding to quash the request may 
be commenced within 90 days of the mailing of the request. Grounds for 
an action to quash would include contentions that all or part of the re- 
quested documentation is irrelevant to the pertinent tax issue, the place 
of production is unreasonable, or reasonable cause exists for failure to 
produce or for delay in production. The reasonableness of requesting 
documents rather than copies, when, for example, foreign laws prevent 
their removal, could also be raised in a motion to quash. During the pen- 
dency of the action, the 90-day period for compliance with the request 
is suspended. Moreover, the Franchise Tax Board or the court may ex- 
tend the period. In any proceeding to quash, the Franchise Tax Board may 
seek to compel compliance with the request. An order compelling com- 
pliance may be issued by the court subject to normal and appropriate con- 
ditions. 

(B) Motion to prohibit introduction of documents. After the expiration 
of the 90-day period, the Franchise Tax Board may bring a motion to pro- 
hibit introduction of the requested documents in any subsequent judicial 
or administrative proceeding. The motion may be granted provided the 
documents requested are likely to be relevant and material and are calcu- 
lated to serve a legitimate purpose for which the investigation is con- 
ducted and the taxpayer' s failure to substantially comply is not due to rea- 
sonable cause as defined in subsection (b)(4) of this regulation. 

(C) Venue. An action to quash or seeking a prohibition on the introduc- 
tion of documents shall be brought in the superior courts of the State of 
California for the counties of Los Angeles, Sacramento or San Diego, or 
for the City and County of San Francisco. An order denying a motion to 
quash or granting a prohibition on the introduction of documents shall be 
deemed a final order which may be appealed. 

(D) Burden of proof. In any proceeding, the Franchise Tax Board has 
the burden of showing relevance and materiality of the requested records. 
In addition, the Franchise Tax Board must show that the audit or adminis- 
trative inquiry is being or was conducted pursuant to a legitimate pur- 
pose, that the information sought is not already within its possession, and 
that the administrative steps required herein have been followed. 

(E) Time to comply. The taxpayer generally has 90 days from the day 
of mailing to comply with a formal document request. However, the 
Franchise Tax Board or a court having jurisdiction over a motion to quash 
the request may extend the period. The court may extend the period in 
response to a motion to quash or in response to a motion to extend the pe- 



riod that is not part of a motion to quash. For example, a court could find 
that a taxpayer had reasonable cause for failure to produce an item within 
90 days and set a later date for production. 

(F) Limitation on use. A court may impose Hmitations upon the use of 
any documents produced, including limitations to protect the confiden- 
tiality of the documents if necessary. 

(c) Suspension of period of limitations. The suspension of the 90-day 
time period provided for in Revenue and Taxation Code section 251 12 
of any period of limitation otherwise provided for in the Administration 
of Franchise and Income Tax Laws, Revenue and Taxation Code section 
1 903 1 et seq., by operation of Revenue and Taxation Code section 25 1 1 2 
shall result in a complete suspension of that time period. The time period 
shall not commence to run again until the suspension is terminated. 

EXAMPLE 1: 

A formal document request is served on April 30, 1996. The taxpayer 
brings a motion to quash on June 14, 1996, 45 days into the 90-day peri- 
od. The 90-day period is suspended. The motion is ruled upon and the 
ruling is final and nonappealable on December 31,1 996. The 90-day pe- 
riod commences running again on January 1, 1997, and shall expire 45 
days later on February 14, 1997. 

EXAMPLE 2: 

Same facts as Example 1 . In addition, the last day for mailing a notice 
of additional tax proposed to be assessed as prescribed by Revenue and 
Taxation Code section 19057 is September 15, 1998. The running of the 
statute of limitations is suspended from June 15, 1997 to December 31, 
1 997, and the last day for mailing a notice is extended by this six and one- 
half months' period. The last day for mailing a notice is April 1 , 1 999. 

(d) Make information available and identify individuals. For taxable 
years beginning on or after January 1, 1994, an otherwise qualified tax- 
payer shall be subject to the penalties provided for in Revenue and Taxa- 
tion Code section 25 1 1 2 if it willfully fails for the period described in 
subsection (e) hereof to do any of the following: 

(1) Income attribution. Retain and make available, upon request, doc- 
uments and information which are necessary to audit issues concerning 
the attribution of income between the United States and foreign jurisdic- 
tions. Documents and information include questionnaires completed and 
submitted to the Internal Revenue Service or any state of the United 
States. The attribution of income is normally examined under Internal 
Revenue Code sections 482. 86 1 , 863, 902, and 904, and Subpart F of the 
Internal Revenue Code. 

(2) Identify individuals. Identify, upon request, principal officers or 
employees of the affiliated group who have substantial knowledge of and 
access to information as of the date of the request on the allocation of 
costs and profits and the establishment of prices for goods and services. 
The principal officers and employees would normally be the individuals 
who would be listed as the three most knowledgeable in response to an 
interrogatory posed in a suit for refund. The individual does not have to 
be located within the United States. A former employee or officer may 
be designated, however, if such an individual will not appear to be de- 
posed, a current employee of the taxpayer or an affiliate must subse- 
quently be designated. 

(3) Rulings, etc. Retain and make available all documents and corre- 
spondence submitted to or obtained from the Internal Revenue Service 
or the tax agencies of foreign countries or territories and from competent 
authority pertaining to requests for rulings, rulings, settlements and com- 
peting jurisdictional claims involving assignment of income to the 
United States. The documents which must be retained and made avail- 
able are only those ordinarily available to a corporation whose income 
and factors are included in the combined report required pursuant to the 
water' s-edge election. The documents described include, but are not lim- 
ited to, ruling requests, rulings on reorganizations involving foreign 
branch incorporation, and the determination of foreign tax liability, in- 
cluding reports issued by foreign tax administrators. An English transla- 
tion shall be furnished if available. 

(4) Foreign transactions. Retain and make available any forms filed 
with the Internal Revenue Service to comply with Internal Revenue Code 
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sections 6038, 6038A. 6038B, 6038C and 6041. The forms required as 
of January 1. 1988 are Internal Revenue Service Forms 851, 926, 5471, 
Worksheets A and B to Form 5471. 5471 Schedule M and 5472. 

(5) Domestic transactions. Upon request, prepare and make available 
information similar to that required of foreign corporations under Inter- 
nal Revenue Code sections 6038, 6038A. 6038B. 6038C and 6041 for 
each corporation incorporated within the United States which has 50 per- 
cent or more of its stock owned or controlled directly or indirectly by a 
corporation whose income or factors are required to be included in the 
combined report prepared pursuant to Revenue and Taxation Code sec- 
tion 251 10. The consolidating workpapers used to prepare consolidated 
financial statements for reporting to shareholders shall normally satisfy 
this requirement. 

(6) State returns. Retain and make available upon request all state (in- 
cluding the District of Columbia) tax returns filed by each corporation 
whose income or factors are required to be included in the combined re- 
port prepared pursuant to Revenue and Taxation Code section 251 10. 

(7) Information requests. Comply with reasonable requests for infor- 
mation necessary to determine or verify net income and apportionment 
factors or the geographic source of income under the Internal Revenue 
Code. Requests for information may be made during an audit or during 
an administrative review of a notice of proposed assessment or a claim 
for refund as well as a suit for refund. 

(e) Period of retention. The material required to be retained pursuant 
to Revenue and Taxation Code section 251 12. subdivision (b). need be 
retained only for the period of time during which the taxpayer's franchise 
or income tax liability may be adjusted. The period of adjustment in- 
cludes periods during which an appeal is pending before the State Board 
of Equalization or a lawsuit is pending, as well as the normal period of 
limitation, including waivers, for assessing additional tax or filing a 
claim for refund. 

NOTh: Authority cited: Section 19303, Revenue and Taxation Code. Reference: 
Section 25 11 2, Revenue and Taxation Code. 

History 

1. New section filed 1-3-89; operative 1-3-89 (Register 89. No. 4). 

2. Change without regulatory effect amending subsections (a)(] ), (a)(2)(B), (a)(4), 
(a)(4)l;D), (a)(6). (a)(7)(B), (c) and NoTi-. and new subsections (d)-(e) filed 
6-1 6-94 pursuant to section 1 00, title 1 , California Code of Regulations (Regis- 
ter 94, No. 24). 

3. Change without regulatory effect amending section filed 3-19-2002 pursuant 
to section 100, title 1, California Code of Regulations (Register 2002, No. 12). 

§ 25114. Presumptions Arising from Federal Audits. 

(a) Examinations. 

( 1 ) In general. The Franchise Tax Board shall conduct an examination 
of any taxpayer which has made an election pursuant to Revenue and 
Taxation Code section 251 10. In those cases in which such examination 
reveals that there may be potential noncompliance with arm's-length 
standards involving the transfer of goods, services or intangibles or the 
lending of money between those entities whose income and apportion- 
ment factors are required to be considered pursuant to Revenue and 
Taxation Code section 25 1 10 and other affiliated corporations, a detailed 
audit of such transactions shall be conducted unless the taxpayer has 
been, or is currently, under examination by the Internal Revenue Service 
with respect to the same year on the same issue. A detailed audit shall be 
conducted regardless of the fact that there may be no potential tax change 
or that the potential adjustment to tax shall be less than the cost of the au- 
dit. 

(2) Principles under which examination is to be conducted. Examina- 
tions required pursuant to Revenue and Taxation Code section 251 14 
shall be carried out pursuant to the principles and procedures followed 
by the Internal Revenue Service in conducting examinations under Inter- 
nal Revenue Code section 482. 

(b) Presumptions regarding audits by the Internal Revenue Service. 



(1) Audits. With respect to those taxpayers which have been subject 
to a detailed audit involving the application of Internal Revenue Code 
section 482, it shall be presumed that: 

(A) if a final adjustment was made under the authority of Internal Rev- 
enue Code section 482 or Subchapter N of Chapter I of Subtitle A of the 
Internal Revenue Code, it is correct and that no further adjustment is re- 
quired for the issue or transaction adjusted, 

(B) if no adjustments have been made or proposed under the authority 
of Internal Revenue Code section 482. none are necessary. 

(2) Overcoming presumption. The presumptions set forth in paragraph 
(1 ) may be overcome by either the Franchise Tax Board or the taxpayer 
by a showing that: 

(A) an adjustment or a failure to make an adjustment was erroneous, 

(B) the result of any possible adjustment would produce a minimal 
federal tax change because of correlative or offsetting adju.stments in- 
cluding the operation of net operating losses, the federal foreign tax cred- 
it or the shifting of income or deductions between years, or 

(C) substantially the same result was obtained under other sections of 
the Internal Revenue Code. 

EXAMPLE: 

T, a U.S. incorporated entity, has had operating losses of $1 ,000,000 
for each of the five preceding years, 1-5, giving rise to a $5,000,000 net 
operating loss carry forward. In year 6. a possible pricing adjustment was 
considered between T and its foreign subsidiary F. The adjustment would 
increase T's income by $1,000,000. For years 7, 8 and 9 T has operating 
losses of $500,000 a year. There are no pricing adjustments between T 
and F which could affect their federal income tax liability for such years. 
The Internal Revenue Service makes no adjustment with regard to year 
6. There is no presumption attached to the failure to make an adjustment 
because no federal revenue change would occur. 

(3) Lack of audit. No presumption of correctness arises with respect 
to any transaction which has not been subject to a detailed audit by the 
Internal Revenue Service pursuant to Internal Revenue Code section 
482. 

(4) Detailed audit. For purposes of this section, a detailed audit of a 
transaction or issue by the Internal Revenue Service requires a referral 
to an International Examiner and his/her direct participation in the audit 
of the taxpayer as documented by notice that the examination was being 
conducted pursuant to Internal Revenue Code section 482 with respect 
to such transaction or issue. 

(c) Use of federal regulations. Effective as of January 1 , 1 988, in mak- 
ing distributions, apportionments, and allocations pursuant to Revenue 
and Taxation Code section 251 14, the Franchise Tax Board shall follow 
the rules, regulations and procedures of the Internal Revenue Service in 
conducting audits under Internal Revenue Code section 482 as described 
in the regulations to such section applicable to the taxable year being au- 
dited. 

Note-. Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25 11 4, Revenue and Taxation Code. 

History 

1. New section filed 1-3-89; operative 1-3-89 (Register 89, No. 4). 

2. Change without regulatory effect amending section and Noxf-; filed 4-2-2002 
pursuant to section 100, title 1 , California Code of Regulations (Register 2002, 
No. 14). 

3. Editorial correction of subsection (c) (Register 2003, No. 33). 

§25115. Election Fee. 

NOTE: Authority cited: Secfion 19503, Revenue and Taxation Code. Reference: 
Section 251 15, Revenue and Taxation Code. 

History 

1. New section filed 1-3-89; operative 1-3-89 (Register 89, No. 4). 

2. Amendment of subsections (a)(1), (a)(3)-(4), (a)(5)(A)-(B), (b)(4)-(5), 
(c)(1)(A), (c)(4)(A)-(B), (d)(l)(A)-(B), (d)(2)(A)(ii), (d)(2)(B)(ii), (d)(2)(C), 
(d)(2)(C)(ii), (d)(2)(E), (d)(2)(G), (c)(1), (0(1)(B) and (h)( l)-(3), new subsec- 
tions (d)(2)(H), (d)(3)(A)(ii) and (f)(3)-(4), repealer of sub.section(d)(2)( A )(iii) 
filed 1 1-3-92; operafive 12-3-92 (Register 92, No. 45). 
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3. Change without regulatory effect amending subsections (a)(1), (a)(5), (b)(4), 
(c)(4)(A) and NoTi; and new subsection (j) tiled 6-16-94 pursuant to .section 
100. title 1, California Code of Regulations (Register 94, No. 24). 

4. Change without regulatory effect repealing .section filed 2-28-2002 pursuant 
to section 100, title 1. California Code of Regulations (Register 2002, No. 9). 



Article 2. 



Uniform Division of Income for 
Tax Purposes Act 



History 
1. Chanee without resulatory effect repealint: Article 2 (sections 25120-25139) 
(Regi.ster87, No. llS). 



Article 2.5. 



Uniform Division of Income for 
Tax Purposes Act 



§ 25120. Definition of Business and Nonbusiness Income. 

(a) Business and Nonbusiness Income Defined. Section 25 120 defines 
"business income" as income arising from transactions and activity in the 
regular course of the taxpayer's trade or business and includes income 
from tangible and intangible property if the acquisition, management, 
and disposition of the property constitute integral parts of the taxpayer's 
regular trade or business operations. In essence, all income which arises 
from the conduct of trade or business operations of a taxpayer is business 
income. For purposes of administration of Sections 25120 to 25139 in- 
clusive, the income of the taxpayer is business income unless clearly 
classifiable as nonbusiness income. 

Nonbusiness income means all income other than business income. 

The classification of income by the labels occasionally used, such as 
manufacturing income, compensation for services, sales income, inter- 
est, dividends, rents, royalties, gains, operating income, nonoperating in- 
come, etc.. is of no aid in determining whether income is business or non- 
business income. Income of any type or class and from any source is 
business income if it arises from transactions and activity occurring in the 
regular course of a trade or business. Accordingly, the critical element in 
determining whether income is "business income" or "nonbusiness in- 
come" is the identification of the transactions and activity which are the 
elements of a particular trade or business. In general all transactions and 
activities of the taxpayer which are dependent upon or contribute to the 
operations of the taxpayer's economic enterprise as a whole constitute 
the taxpayer's trade or business and will be transactions and activity aris- 
ing in the regular course of, and will constitute integral parts of. a trade 
or business. (See Regulation 25120(c) for more specific examples of the 
classification of income as business or nonbusiness income; see Regula- 
tion 25 1 20(b) for further explanation of what constitutes a trade or busi- 
ness.) 

(b) Two or More Businesses of a Single Taxpayer. A taxpayer may 
have more than one "trade or business." In such cases, it is necessary to 
determine the business income attributable to each separate trade or busi- 
ness. The income of each business is then apportioned by an apportion- 
ment formula which takes into consideration the instate and outstate fac- 
tors which relate to the trade or business the income of which is being 
apportioned. 

EXAMPLE: 

The taxpayer is a conglomerate with three operating divisions. One di- 
vision is engaged in manufacturing aerospace items for the federal gov- 
ernment. Another division is engaged in growing tobacco products. The 
third division produces and distributed motion pictures for theaters and 
television. Each division operates independently; there is no strong cen- 
tral management. Each division operates in this state as well as in other 
states. In this case, it is fair to conclude that the taxpayer is engaged in 
three separate "trades of businesses." Accordingly, the amount of busi- 
ness income attributable to the taxpayer's trade or business activities in 
this state is determined by applying an appropriate apportionment formu- 
la to the business income of each business. 



The determination of whether the activities of the taxpayer constitute 
a single trade or business or more than one trade or business will turn on 
the facts in each case. In general, the activities of the taxpayer will be con- 
sidered a single business if there is evidence to indicate that the segments 
under consideration are integrated with, dependent upon or contribute to 
each other and the operations of the taxpayer as a whole. The following 
factors are considered to be good indicia of a single trade of business, and 
the presence of any of these factors creates a strong presumption that the 
activities of the taxpayer constitute a single trade of business: 

( 1 ) Same type of business: A taxpayer is generally engaged in a single 
trade or business when all of its activities are in the same general line. For 
example, a taxpayer which operates a chain of retail grocery stores will 
almost always be engaged in a single trade or business. 

(2) Steps in a vertical process: A taxpayer is almost always engaged 
in a single trade or business when its various divisions or segments are 
engaged in different steps in a large, vertically structured enterprise. For 
exatnple. a taxpayer which explores for and mines copper ores; concen- 
trates, smelts and refines the copper ores; and fabricates the refined cop- 
per into consumer products is engaged in a single trade or business, re- 
gardless of the fact that the various steps in the process are operated 
substantially independently of each other with only general supervision 
from the taxpayer's executive offices. 

(3) Strong centralized management: A taxpayer which might other- 
wise be considered as engaged in more than one trade or business is prop- 
erly considered as engaged in one trade or business when there is a strong 
central management, coupled with the existence of centralized depart- 
ments for such functions as financing, advertising, research, or purchas- 
ing. Thus, some conglomerates may property be considered as engaged 
in only one trade or business when the central executive officers are nor- 
mally involved in the operations of the various divisions and there are 
centralized offices which perform for the divisions the normal matters 
which a truly independent business would perform for itself, such as ac- 
counting, personnel, insurance, legal, purchasing, advertising, or financ- 
ing. 

(c) Business and Nonbusiness Income; Application of Definitions. 
The following are rules and examples for determining whether particular 
income is business or nonbusiness income. (The examples used through- 
out these regulations are illustrative only and do not purport to set forth 
all pertinent facts.) 

(1) Rents from real and tangible personal property: Rental income 
from real and tangible property is business income if the property with 
respect to which the rental income was received is used in the taxpayer's 
trade or business or is incidental thereto and therefore is includible in the 
property factor under Regulations 25129 to 25131 inclusive. 

EXAMPLE (A): 

The taxpayer operates a multistate car rental business. The income 
from car rentals is business income. 

EXAMPLE (B): 

The taxpayer is engaged in the heavy construction business in which 
it uses equipment such as cranes, tractors, and earth-moving vehicles. 
The taxpayer makes short-term leases of the equipment when particular 
pieces of equipments are not needed on any particular projects. The rental 
income is business income. 

EXAMPLE (C): 

The taxpayer operates a multistate chain of men's clothing stores. The 
taxpayer purchases a five-story office building for use in connection 
with this trade or business. It uses the street fiooras one of its retail stores 
and the second and third floors for its general corporate headquarters. 
The remaining two floors are leased to others. The rental of the two floors 
is incidental to the operation of the taxpayer' s trade or business. The rent- 
al income is business income. 

EXAMPLE (D): 

The taxpayer operates a multistate chain of grocery stores. It purchases 
as an investment an office building in another state with surplus funds 
and leases the entire building to others. The net rental income is not busi- 
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ncss income of the grocery store's trade or business. Therefore, the net 
rental income is nonbusiness income. 

EiXAMPLE (E): 

The taxpayer operates a multistate chain of men's clothing stores. The 
taxpayer invests in a 20-story office building and uses the street floor as 
one of its retail stores and the second floor for its general corporate head- 
quarters. The remaining 18 floors are leased to others. The rental of the 
eighteen floors is not incidental to but rather is separate from the opera- 
tion of the taxpayer's trade or business. Therefore the net rental income 
is nonbusiness income. 

EXAMPLE (F): 

The taxpayer constructed a plant for use in its multistate manufactur- 
ing business and 20 years later the plant was closed and put up for sale. 
The plant was rented for a temporary period from the time it was closed 
by the taxpayer until it was sold 1 8 months later. The rental income is 
business income and the gain on the sale of the plant in business income. 

EXAMPLE (G): 

The taxpayer operates a multi.state chain of grocery stores. It owned 
an office building which it occupied as its corporate headquarters. Be- 
cause of inadequate space, the taxpayer acquired a new and larger build- 
ing elsewhere for its corporate headquarters. The old building was rented 
to an investment company under a five-year lease. Upon expiration of 
the lease, the taxpayer sold the building at a gain (or loss). The net rental 
income received over the lease period is nonbusiness income and the gain 
(or loss) on the sale of the building is nonbusiness income. 

(2) Gains or losses from sales of assets. Gain or loss from the sale, ex- 
change or other disposition of real or tangible or intangible personal 
property constitutes business income if the property while owned by the 
taxpayer was used in the taxpayer's trade or business. However, if such 
property was utilized for the production of nonbusiness income or other- 
wise was removed from the property factor before its sale, exchange or 
other disposition, the gain or loss will constitute nonbusiness income. 
(See Regulations 25129 to 25131, inclusive.) 

EXAMPLE (A): 

In conducting its multistate manufacturing business, the taxpayer sys- 
tematically replaces automobiles, machines, and other equipment used 
in the business. The gains or losses resulting from those sales constitute 
business income. 

EXAMPLE (B): 

The taxpayer constructed a plant for use in its multistate manufactur- 
ing business and 20 years later sold the property at a gain while it was in 
operation by the taxpayer. The gain is business income. 

EXAMPLE (C): 

Same as (B) except that the plant was closed and put up for sale but was 
not in fact sold until a buyer was found 1 8 months later. The gain is busi- 
ness income. 

EXAMPLE (D): 

Same as (B) except that the plant was rented while being held for sale. 
The rental income is business income and the gain on the sale of the plant 
is business income. 

EXAMPLE (E): 

The taxpayer operates a multistate chain of grocery stores. It owned 



an office building which it occupied as its corporate headquarters. Be- 
cause of inadequate space, the taxpayer acquired a new and larger build- 
ing elsewhere for its corporate headquarters. The old building was rented 
to an unrelated investment company under a five-year lease. Upon expi- 
ration of the lease, the taxpayer sold the building at a gain (or loss). The 
gain (or loss) on the sale is nonbusiness income and the rental income re- 
ceived over the lease period is nonbusiness income. 

(3) Interest. Interest income is business income where the intangible 
with respect to which the interest was received arises out of or was 
created in the regular course of the taxpayer's trade or business opera- 
tions or where the purpose for acquiring and holding the intangible is re- 
lated to or incidental to such trade or business operations. 

EXAMPLE (A): 

The taxpayer operates a multistate chain of department stores, selling 
for cash and on credit. Service charges, interest, or time-price differen- 
tials and the like are received with respect to installment sales and revolv- 
ing charge accounts. These amounts are business income. 

EXAMPLE (B): 

The taxpayer conducts a multistate manufacturing business. During 
the year the taxpayer receives a federal income tax refund and collects 
a judgment against a debtor of the business. Both the tax refund and the 
judgment bore interest. The interest income is business income. 

EXAMPLE (C): 

The taxpayer is engaged in a multistate manufacturing and wholesal- 
ing business. In connection with that business, the taxpayer maintains 
special accounts to cover such items as workmen' s compensation claims, 
rain and storm damage, machinery replacement, etc. The monies in those 
accounts are invested at interest. Similarly, the taxpayer temporarily in- 
vests funds intended for payment of federal, state and local tax obliga- 
tions. The interest income is business income. 

EXAMPLE (D): 

The taxpayer is engaged in a multistate money order and traveler's 
checks business. In addition to the fees received in connection with the 
sale of the money orders and traveler's checks, the taxpayer earns interest 
income by the investment of the funds pending their redemption. The in- 
terest income is business income. 

EXAMPLE (E): 

The taxpayer is engaged in a multistate manufacturing and selling 
business. The taxpayer usually has working capital and extra cash total- 
ing $200,000 which it regularly invests in short-term interest bearing se- 
curities. The interest income is business income. 

EXAMPLE (F): 

In January the taxpayer sold all the stock of a subsidiary for 
$20,000,000. The funds are placed in an interest-bearing account pend- 
ing a decision by management as to how the funds are to be utilized. The 
interest income is nonbusiness income. 

(4) Dividends. Dividends are business income where the stock with re- 
spect to which the dividends are received arises out of or was acquired 
in the regular course of the taxpayer's trade or business operations or 
where the purpose for acquiring and holding the stock is related to or inci- 
dental to such trade or business operations. 

EXAMPLE (A): 
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The taxpayer operates a multistate chain of stock brokerage houses. 
During the year the taxpayer receives dividends on slock it owns. The 
dividends are business income. 

I{XAMPLE(B): 

The taxpayer is engaged in a multistate manufacturing and wholesal- 
ing business. In connection with thai business the taxpayer maintains 
special accounts to cover such items as workmen's compensation claims, 
etc. A portion of the monies in those accounts is invested in interest-bear- 
ing bonds. The remainder is invested in various common stocks listed on 
national stock exchanges. Both the interest income and any dividends are 
business income. 

EXAMPLE (C): 

The taxpayer and several unrelated corporations own all of the stock 
of a corporation whose business operations consist solely of acquiring 
and processing materials for delivery to the corporate owners. The tax- 
payer acquired the stock in order to obtain a source of supply of materials 
used in its manufacturing business. The dividends are business income. 

EXAMPLE (D): 

The taxpayer is engaged in a multistate heavy construction business. 
Much of its construction work is performed for agencies of the federal 
government and various state governments. Under state and federal laws 
applicable to contracts for these agencies, a contractor must have ade- 
quate bonding capacity, as measured by the ratio of its current assets 
(cash and marketable securities) to current liabilities. In order to maintain 
an adequate bonding capacity the taxpayer holds various stocks and in- 
terest-bearing securities. Both the interest income and any dividends re- 
ceived are business income. 

EXAMPLE (E): 

The taxpayer receives dividends from the stock of its subsidiary or af- 
filiate which acts as the marketing agency for products manufactured by 
the taxpayer. The dividends are business income. 

EXAMPLE (F): 

The taxpayer is engaged in a multistate glass manufacturing business. 
It also holds a portfolio of stock and interest-bearing securities, the ac- 
quisition and holding of which are unrelated to the manufacturing busi- 
ness. The dividends and interest income received are nonbusiness in- 
come. 

(5) Patent and copyright royalties. Patent and copyright royalties are 
business income where the patent or copyright with respect to which the 
royalties were received arises out of or was created in the regular course 
of the taxpayer's trade or business operations or where the purpose for 
acquiring and holding the patent or copyright is related to or incidental 
to such trade or business operations. 

EXAMPLE (A): 

The taxpayer is engaged in the multistate business of manufacturing 
and selling industrial chemicals. In connection with that business the tax- 
payer obtained patents on certain of its products. The taxpayer licensed 
the production of the chemicals in foreign countries, in return for which 
the taxpayer receives royalties. The royalties received by the taxpayer are 
business income. 

EXAMPLE (B): 

The taxpayer is engaged in the music publishing business and holds 
copyrights on numerous songs. The taxpayer acquires the assets of a 
smaller publishing company,including music copyrights. These ac- 
quired copyrights are thereafter used by the taxpayer in its business. Any 
royalties received on these copyrights are business income. 

EXAMPLE (C): 

vSame as Example (B), except that the acquired company also held the 
patent on a type of phonograph needle. The taxpayer does not manufac- 
ture or sell phonographs or phonograph equipment. Any royalties re- 
ceived on the patent would be nonbusiness income. 

(d) Proration of Deductions. In most cases an allowable deduction of 
a taxpayer will be applicable only to the business income arising from a 
particular trade or business or to a particular item of nonbusiness income. 
In some cases an allowable deduction may be appHcable to the business 
incomes of more than one trade or business and/or to several items of 



nonbusiness income. In such cases the deduction shall be prorated among 
such trades or businesses and such items of nonbusiness income in a man- 
ner which fairly distributes the deduction amt)ng the classes of income 
to which it is applicable. 

In filing returns with this state, if the taxpayer departs from or modifies 
the manner of prorating any such deduction u.sed in returns for prior 
years, the taxpayer shall di.sclose in the return for the current year the na- 
ture and extent of the modification. 

If the returns or reports filed by a taxpayer with all stales to which the 
taxpayer reports under the Uniform Di\ ision of Income for Tax Purposes 
Act are not uniform in the application or proration of any deduction, the 
taxpayer shall disclose in its return to this state the nature and extent of 
the variance. 

NOTK: Authority cited: Section 26422, Rc\cnue and Taxation Code. Reli.'rcncc: 
Section 25120, Revenue and Taxation Code. 

History 

1. New Article 2.5 (Sections 25120-25122. 25 128-25 1. "^7. 251 .^y) filed 6-2*-; 73; 
effective thirtieth day thereafter (Register 73, No. 26). 

2. Amendment of subsection (c) (4) filed 9-10-87; operative 10-10 87 (Register 
87, No. 37). Deleted subsection (c) (4), which incorporated by reference the text 
of subsection (c)(4) of Section 25 120 of Article 2 (as added in Regi.ster7], No. 
22). 

3. Editorial correction of subsection (b) (Register 95, No. 23). 

§ 25121 . Application of the Uniform Division of income for 
Tax Purposes Act. 

(a) Definitions. 

(1) "Taxpayer." The word "taxpayer" as used in these regulations is 
the same as defined in Section 23037 and the regulations thereunder. 

(2) ";Apportionment" refers to the division of business income be- 
tween states by the use of a formula containing apportionment factors. 

(3) "Allocation" refers to the assignment of nonbusiness income to a 
particular state. 

(4) "Business activity" refers to the transactions and activity occurring 
in the regular course of a particular trade or business of a taxpayer. 

(b) Application of the Uniform Division of Income for Tax Purposes 
Act. Apportionment. If the business activity in respect to any trade or 
business of a taxpayer occurs both within and without this state, and if 
by reason of such business activity the taxpayer is taxable in another 
state, the portion of the net income (or net loss) arising from such trade 
or business which is derived from sources within this state shall be deter- 
mined by apportionment in accordance with these regulations. 

(c) Application of the Uniform Division of Income for Tax Purposes 
Act: Combined Report. If a particular trade or business is carried on by 
a taxpayer and one or more affiliated corporations, nothing in the Uni- 
form Division of Income for Tax Purposes Act or in these regulations 
shall preclude the use of a "combined report" whereby the entire business 
income of such trade or business is apportioned in accordance with these 
regulations. 

(d) Application of the Uniform Division of Income for Tax Purposes 
Act. Allocation. Any taxpayer subject to the taxing jurisdiction of this 
state shall allocate all of its nonbusiness income or loss within or without 
this state in accordance with these regulations. 

(e) Consistency and Uniformity in Reporting. In filing returns with 
this state, if the taxpayer departs from or modifies the manner in which 
income has been classified as business income or nonbusiness income in 
returns for prior years, the taxpayer shall disclose in the return for the cur- 
rent year the nature and extent of the modification. 

If the returns or reports filed by a taxpayer for all states to which the 
taxpayer reports under the Uniform Division of Income for Tax Purposes 
Act are not uniform in the classification of income as business or nonbus- 
iness income, the taxpayer shall disclose in its return to this state the na- 
ture and extent of the variance. 

§ 25122. When Taxpayer Is Taxable in Another State. 

(a) Taxable in Another State. In General. Under Section 2.5121, the 
taxpayer is subject to the allocation and apportionment of its income if 
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it has income from business activity tiiat is taxable both within and with- 
out this state. A taxpayer's income from business activity is taxable with- 
out this state if such taxpayer, by reason of such business activity (i.e., 
the transactions and activity occurring in tiie regular course of a particular 
trade or business), is taxable in another state within the meaning of Sec- 
tion 25122. A taxpayer is taxable within another stale if it meets either 
one of two tests: (1) If by reason of business activity in another state the 
taxpayer is subject to one of the types of taxes specified in Section 
25 122(a). namely: A net income tax, a franchise tax measured by net in- 
come, a franchise tax for the privilege of doing business, or a corporate 
stock tax; or (2) If by reason of such business activity another state has 
jurisdiction to subject the taxpayer to a net income tax, regardless of 
whether or not the state imposes such a tax on the taxpayer. 

A taxpayer is not taxable in another state with respect to a particular 
trade or business merely because the taxpayer conducts activities in such 
other state pertaining to the production of nonbusiness income or busi- 
ness activities relating to a separate trade or business. 

(b) Taxable in Another State. When a taxpayer is "subject to" a tax un- 
der Section 25122. 

( 1 ) A taxpayer is "'subject to" one of the taxes specified in Section 
25 1 22(a) if it carries on business activity in such state and such state im- 
poses such tax thereon. Any taxpayer which asserts that it is subject to 
one of the taxes specified in Section 25 1 22(a) in another state, shall fur- 
nish to the Franchise Tax Board upon its request evidence to support such 
assertion. The Franchise Tax Board may request that such evidence in- 
clude proof that the taxpayer has filed the requisite tax return in such oth- 
er state and has paid any taxes imposed under the law of such other state; 
the taxpayer's failure to produce such proof may be taken into account 
in determining whether the taxpayer in fact is subject to one of the taxes 
specified in Section 25122(a) in such other state. 

If the taxpayer voluntarily files and pays one or more of such taxes 
when not required to do so by the laws of that state or pays a minimal fee 
for qualification, organization or for the privilege of doing business in 
that state, but 

(A) does not actually engage in business activity in that state, or 

(B) does actually engage in some business activity, not sufficient for 
nexus, and the minimum tax bears no relation to the taxpayer's business 
activity within such state, the taxpayer is not "subject to" one of the taxes 
specified within the meaning of Section 25122(a). 

EXAMPLE: 

State A has a corporation franchise tax measured by net income, for 
the privilege of doing business in that state. Corporation X files a return 
and pays the $50 minimum tax. although it carries on no business activity 
in Slate A. CorporaUon X is not "taxable" in Stale A. 

(2) The concept of taxability in another state is based upon the premise 
that every state in which the taxpayer is engaged in business activity may 
impose an income tax even though every state does not do so. In states 
which do not, other types of taxes may be imposed as a substitute for an 
income tax. Therefore, only those taxes enumerated in Section 25122(a) 
which may be considered as basically revenue raising rather than regula- 
tory measures shall be considered in determining whether the taxpayer 
is "subject to" one of the taxes specified in Section 25122(a) in another 
state. 

EXAMPLE (A): 

State A requires all nonresident corporations which qualify or register 
in State A to pay to the Secretary of State an annual license fee or tax for 
the privilege of doing business in the state regardless of whether the privi- 
lege is in fact exercised. The amount paid is determined according to the 
total authorized capital stock of the corporation; the rates are progres- 
sively higher by bracketed amounts. The statute sets a minimum fee of 
$50 and a maximum fee of $500. Failure to pay the tax bars a corporation 
from utilizing the state courts for enforcement of its rights. State A also 
imposes a corporation income tax. Nonresident Corporation X is quali- 
fied in State A and pays the required fee to the Secretary of State but does 
not carry on any business activity in State A (although it may utilize the 
courts of State A). Corporation X is not "taxable" in State A. 



EXAMPLE (B): 

Same facts as Example (A) except that Corporation X is subject lo and 
pays the corporation income tax. Payment is prima facie evidence that 
Corporation X is "subject to" the net income tax of State A and is "tax- 
able" in State A. 

EXAMPLE (C): 

State B requires all nonresident corporations qualified or registered in 
State B to pay to the Secretary of State an annual permit fee or tax for do- 
ing business in the stale. The base of the fee or tax is the sum of (i) out- 
standing capital stock, and (ii) surplus and undivided profits. The fee or 
tax base attributable to Slate B is determined by a three factor apportion- 
ment formula. Nonresident Corporation X which operates a plant in State 
B. pays the required fee or tax to the Secretary of State. Corporation X 
is "taxable" in Slate B. 

EXAMPLE (D): 

State A has a corporation franchise tax measured by net income for the 
privilege of doing business in that state. Corporation X files a return 
based upon its business activity in the state but the amount of computed 
liability is less than the minimum tax. Corporation X pays the minimum 
tax. Corporation X is subject to State A's corporation franchise tax. 

(c) Taxable in Another State. When a State has jurisdiction to Subject 
a Taxpayer lo a Net Income Tax. The second test, that of Section 
25122(b), applies if the taxpayer's business activity is sufficient to give 
the state jurisdiction to impose a net income tax by reason of such busi- 
ness activity under the Constitution and statutes of the United States. Ju- 
risdiction to tax is not present where the state is prohibited from imposing 
the tax by reason of the provisions of Public Law 86-272, 15 U.S.C.A. 
§§ 381-385. In the case of any "state" as defined in Section 25 1 20(f), oth- 
er than a stale of the United States or political subdivision of such state, 
the determinafion of whether such "state" has jurisdicdon to subject the 
taxpayer to a net income tax shall be made as though the jurisdictional 
standards applicable to a state of the United Slates applied in that "state." 
If jurisdicfion is otherwise present, such "state" is not considered as with- 
out jurisdiction by reason of the provisions of a treaty between that state 
and the United Slates. 

EXAMPLE: 

Corporation X is actively engaged in manufacturing farm equipment 
in State A and in foreign country B. Both Slate A and foreign country B 
impose a net income tax but foreign country B exempts corporations en- 
gaged in manufacturing farm equipment. Corporation X is subject to the 
jurisdiction of State A and foreign country B. 

§ 25128. Apportionment of Business Income. 

(a) In General. All business income of each apportioning trade or busi- 
ness of the taxpayer shall be apportioned to this state by use of the formu- 
la set forth in section 25 1 28 of the Revenue and Taxafion Code. Section 
25128, subdivision (a), of the Revenue and Taxation Code provides that 
the apportionment formula is a fraction, the numerator of which is the 
properly factor plus the payroll factor plus twice the sales factor, and the 
denominator of which is four. Section 25 1 28, subdivision (b), of the Rev- 
enue and Taxation Code, however, provides exceptions to the rule in sub- 
division (a) of that section for taxpayers who derive more than 50 percent 
of their "gross business receipts" (as defined in secfion 25128, subdivi- 
sion (d)( 1 ), of the Revenue and Taxation Code) from conducting a quali- 
fied business activity (as defined in subdivisions (c) and (d)(2)-(5) of 
secfion 25128 of the Revenue and Taxafion Code and these regulations 
thereunder). Such taxpayers must use an apporfionment formula which 
is a fraction, the numerator of which is the properly factor plus the payroll 
factor plus the sales factor, and the denominator of which is three. 

(b) Definiuons. 

( 1 ) The term "qualified business activity" is defined in subdivisions (c) 
and (d) of Revenue and Taxafion Code secfion 25128. In general, it 
means an agricultural business activity, an extractive business acfivity, 
a savings and loan acfivity, or a banking or financial business activity. 

(2) Except as otherwise provided under secfion 25128 of the Revenue 
and Taxation Code, the term "gross receipts" as used in this regulation 
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means "sales" as defined in subdivision (e) of Revenue and Taxation 
Code section 23120 and in the regulations under section 25134 of the 
Revenue and Taxation Code. 

(3) The term "gross business receipts" is defined in subdivision-(d)( 1 ) 
of section 23 1 28 of the Revenue and Taxation Code. Except as otherwise 
provided in that subdivision, the term means gross receipts as defined in 
subsection (b)(2) of this regulation, whether or not the receipts are ex- 
cluded from the sales factor by operation of .section 23 1 37 of the Revenue 
and Taxatit)n Code. 

(c) Combined Reports. 

Section 23128, subdivision (d)(8). of the Revenue and Taxation Code 
generally provides that if the income and apportionment factors of two 
or more banks, savings associations, or corporations are required to be 
included in a combined report under section 23101 of the Revenue and 
Taxation Code, limited (if applicable), by a water' s-edge election under 
section 23110 of the Revenue and Taxation Code, the more- 
than-50-percent gross business receipts test is determined with respect 
to the gross business receipts of the entire apportioning trade or business 
of the combined reporting group. If, after application of that test, the 
gross business receipts attributable to qualified business activity are not 
more than 30 percent of all gross business receipts of the group, then all 
members of the group must apportion their income using the double- 
weighted sales factor provided by subdivision (a) of section 23128 of the 
Revenue and Taxation Code, even if an individual member, considered 
alone, would have qualified for a single-weighted sales factor. 

Example: Corporation A is the parent of Corporations B and C. Corpo- 
rations A and B are engaged in the manufacture and sale of ocean-going 
oil tankers and oil pipe, respectively. Corporation C owns a small oil re- 
finery. Corporations A, B, and C are members of a unitary group required 
to file a combined report in California. The gross business receipts in all 
states for Corporations A and B are $880 million and $440 million, re- 
spectively. Under the provisions of section 23128 of the Revenue and 
Taxation Code and this regulation, none of those gross receipts are from 
a qualified business activity. Corporation C's gross business receipts 
from a qualified business activity (oil refining) in all .states are $320 mil- 
lion, and its other business receipts are $80 million. The total gross busi- 
ness receipts of the combined group are $1,720 billion, of which only 
18.6 percent constitutes gross business receipts from qualified business 
activity. The combined business income of the group is subject to appor- 
tionment using a double-weighted sales factor, despite the fact that more 
than 30 percent of Corporation C's gross business receipts is from an ex- 
tractive trade or business. 

(d) Vertically Integrated Companies. 

( 1 ) Section 23 1 28. subdivision (b). of the Revenue and Taxation Code 
provides that a taxpayer must use a three-factor formula if it has more 
than 30 percent of its "gross business receipts" from conducting one or 
more qualified business activities. For purposes of this 30-percent test, 
subdivision (d)(1) of section 23128 of the Revenue and Taxation Code 
provides that gross business receipts do not include gross receipts from 
sales or other transactions (hereinafter referred to as intercompany sales) 
within an apportioning trade or business between members of a group of 
corporations whose income and apportionment factors are required to be 
included in a combined report under section 23101 of the Revenue and 
Taxation Code, limited, if applicable, by section 25 1 10 of the Revenue 
and Taxation Code. 

(2) Because section 23128. subdivision (d)(1). of the Revenue and 
Taxation Code expressly excludes intercompany sales, only sales to par- 
ties outside the apportioning trade or business are considered in deter- 
mining the numerator and denominator of the over-30-percent gross re- 
ceipts test of Revenue and Taxation Code section 25 1 28, subdivision (b), 
and only such gross receipts from sales to parties outside the apportioning 
trade or business are used to determine whether a receipt is from a quali- 
fied business activity. Therefore, in a vertically integrated operation, 
only the products soJd to those outside of the apportioning trade or busi- 
ness will be considered in determining whether the apportioning trade or 
business is engaged in a qualified business activity. 



Example 1 : A parent company produces cmde oil, a combined unitary 
subsidiary which is part of the apportioning trade or business refines 
some of the oil into gasoline, another combined unitary subsidiary makes 
petrochemicals from naphtha obtained from its unitary affiliate's refin- 
ing operations, and another combined unitary subsidiary uses the petro- 
chemicals to make plastics. The apportioning trade or business sells gas- 
oline and plastics to third parties. Only the products sold to parties outside 
of the combined unitary group are considered in determining whether 
this group is engaged in a qualified business activity under section 23 128 
of the Revenue and Taxation Code. In this example, the only products 
sold to third parties are gasoline and plastics. Tlierefore. the intercompa- 
ny sales of naphtha and petrochemicals are not considered in determining 
whether the group is engaged in a qualified business activity. Receipts 
from the sale of gasoline constitute gross business receipts from a quali- 
fied business acUvity (extractive business activity) under section 23128 
of the Revenue and Taxation Code and the regulations thereunder. Re- 
ceipts from the sale of plastics, however, are not gross business receipts 
from a qualified business activity. (See Regulation section 23128-1 for 
determining whether an activity is a qualified extractive business activ- 
ity.) 

Example 2: The business activity of an apportioning trade or business 
is the sale of soup to third parties. However, an entity in the combined 
apporfioning trade or business grows vegetables, which it provides to 
other entiUes in the combined apportioning trade or business in order to 
make the soup. Only the activiUes which lead to receipts from sales to 
parties outside of the combined apportioning trade or business will be 
considered in determining whether the apportioning trade or business is 
engaged in an agricultural business activity. Because only the sale of 
soup results in gross business receipts as defined in this regulation, the 
sale of soup is considered to be the business activity of the apportioning 
trade or business. The making and sale of soup is not an agricultural busi- 
ness acfivity under the definition set forth in Revenue and Taxation Code 
section 23128, subdivision (d)(2). and these regulations because it does 
not directly involve the producfion of agricultural products; therefore, 
the apportioning trade or business does not qualify to use a single- 
weighted sales factor. The fact that other companies in the combined uni- 
tary group were engaged in agricultural production and provided corn- 
modifies within the combined group to be made into the final product is 
not taken into account, because any agricultural receipts derived by these 
other companies are from intercompany sales as defined in subsection 
(d)(1) of this regulation and, therefore, are not from sales to parties out- 
side the apportioning trade or business. (See Regulafion section 25 1 28-2 
for determining whether an acfivity is a qualified agricultural business 
acUvity.) 

Example 3: An apporfioning trade or business operates a winery, 
which grows all of the grapes used in its wine. The business does not sell 
any grapes to third parties; all of its third party receipts come from the sale 
of wine. The winery does not qualify as an agricultural business activity 
because making and selling wine is not the direct production of an agri- 
cultural commodity. Only the product sold to third parties, wine, is con- 
sidered in making this determination. (See Regulafion section 25128-2 
for determining whether an acfivity is a qualified agricultural business 
activity.) 

Example 4: Company A and Company B are engaged in a unitary busi- 
ness. A makes a water' s-edge elecfion and, as a result. B is not included 
in A's combined report. A produces grapes which it sells to B. B in turn 
processes the grapes into wine and sells the wine to unrelated customers. 
A is engaged in a qualified business activity, and A's sales of grapes are 
considered to be gross business receipts from a qualified business activ- 
ity because its sales are made to an enfity outside of the combined appor- 
fioning trade or business of A. Sales by A and B are not intercompany 
sales because B is not part of A's combined report group. (See Regulation 
secfion 25128-2 for determining whether an activity is a qualified agri- 
cultural business acfivity.) 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25128, Revenue and Taxation Code. 
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History 

1. Repealer and new section filed 1-1-99: operative 8-6-99 (Register 99. No. 28). 

§ 251 28-1 . Extractive Business Activity. 

(a) Subdivision (c) of section 25128 of the Revenue and Taxation 
Code provides that "extractive business activity" is a "qualified business 
activity." This regulation defines an "extractive business activity" and 
what constitutes gross business receipts from such activity. 

(b) Subdivision (d)(3) of section 25128 of the Revenue and Taxation 
Code defines extractive business activity as "activities relating to the pro- 
duction, refining, or processing of oil, natural gas, or mineral ore." In or- 
der to qualify as an extractive business, the apportioning trade or business 
need not conduct all of these activities. 

(c) Production. For purposes of subdivision (d)(3) of section 25128 of 
the Revenue and Taxation Code, "production" means the location, ex- 
traction, and initial processing of oil, natural gas, or mineral ore ("crude 
substance"). "Extraction" means to remove a crude substance from the 
place where it naturally occurs (e.g., a surface mine, an underground 
mine, a well, oil shale or oil sand). Extraction of naturally occurring min- 
erals is "mining." 

( 1 ) Production of "metallic" and "nonmetallic" minerals, as defined in 
subsection (f) of this regulation, includes exploration, extraction, and all 
other activities customarily performed at the mine site or as part of the 
mining activity. Examples of mineral production include: development 
of mineral properties; preparation of the site; quarrying; well operations; 
milling (e.g., crushing, screening, washing, and flotation); leaching; pre- 
cipitation; sintering; ore dressing (e.g.. crushing, grinding, gravity con- 
centration, and froth flotation); amalgamation; cyanidation; production 
of bullion; production of metallic mercury by fumacing or retorting; pro- 
duction of dimension stone, or crushed or broken stone (including boul- 
der, ganister, grits and riprap); production of slabs or rough cuts of stone; 
and grinding and pulverizing of crude borax. 

(2) Production of "coal." as defined in subsection (0(3) of this regula- 
tion, includes exploration, extraction, and all other activities customarily 
performed at the mine site or as part of the mining activity. Examples of 
coal production include: development of surface mines; auger mining, 
strip mining, culm bank mining, and other surface mining; development 
of underground mines; production from underground mines; cleaning, 
crushing, screening or sizing; and production of hydrocarbon liquids and 
the gasification, liquefaction, and pyrolysis of coal. 

(3) Production of oil or natural gas includes exploration, extraction, 
and all other activities customarily performed at the site of extraction or 
as part of the extraction activity. Examples of oil and natural gas produc- 
tion include: drilling and equipping wells; secondary and tertiary recov- 
ery; oil and gas well operation and maintenance; purification and dewa- 
tering of the oil, natural gas, or hydrocarbon liquids; operation of field 
gathering lines for crude oil and natural gas; and production of hydrocar- 
bon liquids (e.g., butane, propane, and natural gasoline). 

(d) Refining. For purposes of subdivision (d)(3) of secfion 25128 of 
the Revenue and Taxation Code, "refining" is the separation, purifica- 
tion, or conversion of a crude substance into valuable products by an ap- 
portioning trade or business in a refinery. 

( 1 ) Petroleum Refining. 

(A) Examples of refined products produced in a petroleum refinery in- 
clude gasoline, diesel fuels, jet fuels, kerosene, disuUate fuel oils, residu- 
al fuel oils, lubricants, alkylates, aromatic chemicals, olefins, asphalt, 
mineral jelly, natural mineral oils, natural mineral waxes, naphtha, naph- 
thenic acids, partly refined oils sold for rerunning, lubricating and illumi- 
nating oils and fuels, paraffin wax, petrolatums, bitumen, road oils, sol- 
vents, and tar or residuum. 

(B) Examples of petroleum refining include dewatering and desulfer- 
ization, fractionation or straight distillation, redistillation of unfinished 
petroleum derivafives, cracking and blending. 

(2) Other Refining. 

(A) Examples of refined products produced in refineries other than pe- 
troleum refineries include, but are not limited to, coke, hot metal, pig 



iron, silvery pig iron, primary smelting copper, primary refining copper, 
blister copper, copper blocks, copper ingots and refinery bars, copper 
pigs, copper slabs, aluminum, aluminum ingots and primary production 
shapes, extrusion ingot, aluminum pigs and aluminum slabs. 
(B) Other refining also includes: 

(1 ) Calcining, polishing, pulverizing, and blending; 

(2) Smelting ferrous and nonferrous metals such as lead-based anti- 
friction bearing metals, antimony, babbitt metal, beryllium metal, bis- 
muth, zinc blocks, cadmium, chromium, cobalt, columbium. germa- 
nium, gold, nonferrous metal ingots, iridium, primary lead pigs, primary 
lead blocks, primary lead ingots, primary lead refinery shapes, lead, mag- 
nesium, nickel, platinum group metals, precious metal, rhenium, sele- 
nium, silicon, silver, slabs (nonferrous metals), speltzer (zinc), tantalum, 
tellurium, tin base alloys, tin, titanium metal sponge and granules, zinc 
dust, and zirconium metal sponge and granules; and 

(3) Applying thermal action or other treatment affecting chemical 
change to natural, raw. or crude minerals. Examples of these processes 
include burning of carbonate rock to produce lime; heating gypsum to 
produce calcined gypsum or plaster of paris; heating clays to reduce wa- 
ter or crystallization; sawing to finish rough cut blocks of stone; sand fin- 
ishing, buffing, or otherwise smoothing blocks of stone; burning bricks; 
expansion or popping of periite; exfoliation of vermiculite; heat treat- 
ment of garnet; and heating shale, clay or slate to produce lightweight ag- 
gregates. 

(e) Processing. For purposes of subdivision (d)(3) of Revenue and 
Taxation Code section 25 128, "processing" means activities intended to 
create valuable products from a crude substance which has not already 
been refined within the meaning of this regulation. Examples of proces- 
sing include grading and sorting. 

(0 Mineral Ore. Naturally occurring minerals include: 

(1) Metallic minerals, consisting of: 

(A) Iron ores and manganiferous ores valued chiefiy for their iron con- 
tents. Examples of these minerals include brown ore, hematite, iron agg- 
lomerate and pellet, blocked iron, limonite, magnetite, siderite. and taco- 
nite. 

(B) Copper ores. Examples of these minerals include chalococite. 
chalcopyrite, and cuprite. 

(C) Lead ores, zinc ores, or lead-zinc ores. Examples of these minerals 
include blende, calamine, cerrusite. galena, smithsonite, sphalerite, wil- 
lemite, zinc-blende (sphalerite), and zincite. 

(D) Gold ores. 

(E) Silver ores. 

(F) Ferroalloy ores, except vanadium. Examples of these minerals in- 
clude chromite, chromium ore. cobalt ore, columbite, ferberite, huebner- 
ite, manganese ore, maganite. molybdenite, molybdenum ore, molyb- 
dite, nickel ore. ipsilomelane, pyrolusite, rhodochrosite, scheelite, 
tantalite, tantalum ore, tungsten ore wolframite, and wulfenite. 

(G) Uranium-radium-vanadium ores. Examples of these minerals in- 
clude camodte. pitchblende, radium ore, roscoelite (vanadium hydromi- 
ca), tyuyamunite, and uraninite (pitchblende). 

(H) Miscellaneous metal ores, not elsewhere classified. Examples of 
these minerals include aluminum ore. antimony ore. bastnasite ore. baux- 
ite, beryl, beryllium ore, cerium ore, cinnabar, ilmenite, iridium ore. mer- 
cury ore, microlite, monazite, osmium ore, palladium ore, platinum 
group ore, quicksilver (mercury) ore, rare-earth's ore, rhodium ore. ru- 
thenium ore, rutile, thorium ore, tin ore, titaniferous-magnetite, titanium 
ore, and zirconium ore. 

(2) Nonmetallic minerals, consisting of: 

(A) Argillite, basalt, bluestone, calcareous tufa, diabase, diorite, dolo- 
mite, dolomitic marble, flagstone mining, gabbro, gneiss, granite, green- 
stone, limestone, marble, mica schist, onyx marble, quartzite, rubble 
mining, sandstone, serpentine, slate, syenite (except nepheline), trap 
rock, travertine, verde antique, and volcanic rock. 

(B) Sand and gravel including common sand, construction sand, 
pebble, abrasive sand, blast sand, enamel sand, filtration sand, foundry 
sand, glass sand, grinding sand, industrial sand, and molding sand. 
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(C) Ckiys. coramic and refractory minerals. Examples ofthese miner- 
als include clays, nepheline syenite, shale, ball clay, china clay, kaolin, 
paper clay, nibber clay, slip clay, alusite. aplite. bentonite, bmcite, 
burley. Cornwall stone, cyanite. diaspore, dumortierite, feldspar; fire 
clay; Hint clay, fuller's earth, kyanite, magnesite, olivine (nongem). peg- 
matite ( feldspar), pinite; plastic fire clay, sillimanite, stoneware clay, and 
topaz (nt)ngem). 

(D) Natural potassium, sodium, or boron compounds, alum, borate 
compounds, borax, boron mineral, colemaniie, glauber's salt, kernite, 
potash, potassium compounds, probertite, saltines (except common salt), 
soda ash, sodium compounds (except common salt), trona. and ulexite. 

(E) Phosphate rock, including apatite. 

{¥) Chemical or fertilizer mineral raw materials, including alunitc, 
amblygonite, arsenic mineral, barite. barium ore. brimstone, celestite, 
tluorite, lluorspar, guano, lepidolite. lithium mineral, marcasite, mineral 
pigment, ocher. pyrites, pyrrhotite, rock salt, common salt, sienna, spo- 
dumene, strontianite, strontium mineral, sulfur (native), and umber. 

(G) Miscellaneous nonmetallic minerals including agate, alabaster, 
amethyst, asbestos, asphalt (native), asphalt rock, bitumens (native), cal- 
cite, catlinitie, corundum, cryolite, diamond, diatomaceous earth, diato- 
mite. emery, garnet gem stone, gilsonite grahamite, graphite, greensand, 
gypsite, gypsum, Iceland spar optical grade calcite), jade, meerschaum, 
mica, muscovite, natural abrasives, ozokerite, peat humus, peat, perlite, 
phlogopite, pipestone, pozzolana, precious stones, pumice, pumicite, py- 
rophyllite quartz crystal, reed peat, ruby, sapphire, scoria, sedge peat, sel- 
enite, semiprecious stones, shell, steatite, talc, tripoli, turquoise, vermic- 
ulite, volcanic ash, wurtzlite, bituminous limestone, bituminous 
sandstone, burrstone fill dirt pits, grindstone, millstone, oilstone, pulp- 
stone. Ribbing stone, scythestone, sharpening stone, and soapstone. 

(3) Coal, consisting of bituminous coal, lignite and anthracite. 

(g) Extractive business activity also includes the addition of non-ex- 
tractive material to a product whose production, refining, or processing 
is otherwise defined as an extractive business activity in this regulation, 
if the non-extractive material is incidental to, and does not affect the ba- 
sic character of, the product to which it is added. For purposes of this sub- 
section, the non-extractive material shall be considered to be incidental 
to and as not affecting the basic character of the product to which it is add- 
ed if it consists of 10 percent or less of that product. In any case, the non- 
extractive material shall be considered to be incidental to and as not af- 
fecting the basic character of the product to which it is added if it is added 
in order to meet the requirements of a governmental mandate and consists 
of 30 percent or less of that product. 

Example 1 : Company X refines oil into gasoline, adds several addi- 
tives amounting to 1 percent of the gasoline, and sells the enhanced gas- 
oline. The gross receipts from the sale of the enhanced gasoline are from 
an extractive business activity because the additives are incidental to, and 
do not affect the basic character of, the gasoline. 

Example 2: Company Y mines raw iron ore, smelts the ore, and adds 
2.25 percent of carbon to make steel. Company Y's gross receipts from 
the sale of this steel constitute receipts from a qualified extractive busi- 
ness activity, because the additive (carbon) consists of 10 percent or less 
of the steel, and the refining of iron ore is defined as an extractive busi- 
ness activity. It makes no difference whether the carbon is self produced 
or purchased. 

(h) Gross business receipts from extractive business activity. 

(1) Except as provided in paragraphs (3) and (4) of this subsection, 
only gross receipts derived by an apportioning trade or business from the 
sale of products created through its performance of one or more of the 
activities described in subsections (c)-(g), inclusive, of this regulation 
shall be considered to be gross business receipts from a qualified extrac- 
tive business activity for purposes of Revenue and Taxation Code section 
25128. If an apportioning trade or business performs any services, in- 
cluding any activities described in this regulation, for others on a contract 
or fee basis, the gross receipts from those service activities are not gross 
business receipts from qualified extractive business activity for purposes 
of section 25128. 



Example 1: Company B purchases gasoline from an unrelated petro- 
leum refiner. The gross receipts from Company B's sale of such gasoline 
to a third party do not constitute gross business receipts from an extrac- 
tive business activi-ty, because the gasoline was not created by Company 
B's own performance of a qualified extractive business activit) as de- 
fined in subsections (c)-(g), inclusive, of this regulation. 

Example 2: The business of an apportioning trade or business is dril- 
ling oil and gas wells for others on a contract or fee basis. The gross re- 
ceipts from the sale of such drilling services are not gross receipts from 
the conduct of an extractive business activity for purposes of Reveiuie 
and Taxation Code section 25128. 

Example 3: A combined apportioning trade or business is engaged in 
a business which involves exploration for and extraction of crude oil, 
purchase of crude oil from third parties, and refining the crude oil. both 
self produced and purchased, into gasoline, which the business sells to 
third parties. In its records, the business classifies revenue into three cate- 
gories: production, refining, and marketing. The marketing category in- 
cludes receipts from the products the business .sells to third parties, in- 
cluding the gasoline it has refined. The receipts from the sales of 
gasoline, which are included in marketing revenues, are receipts from 
qualified extractive business activity because the refining of crude oil 
into gasoline is a qualified business activity conducted by the apportion- 
ing trade or business regardless of whether the crude oil was self pro- 
duced or purchased from third parties. 

(2) If an apportioning trade or business sells products purchased from 
third parties as well as products created in the course of conducting its 
qualifying extractive business activity, tracing will generally be required 
to determine which portion of the receipts is from its qualified extractive 
business activity and which portion is not. In some cases, tracing may be 
difficult because records are not available and cannot reasonably be ob- 
tained. In such cases, reasonable estimates will be acceptable. Direct 
tracing is not required if 5 percent or less of the purchases included in the 
cost of goods sold of the apportioning trade or business is refined prod- 
ucts purchased from unrelated third parties. Gross receipts from the sale 
of these purchased products will be considered extractive business re- 
ceipts. 

(3) Exchanges. Exchanges are an exception to the requirement that the 
product sold must be derived from the apportioning trade or business's 
qualified extractive business activity as set forth in subsection (h)(1) of 
this regulation. If products from an extractive business activity are ex- 
changed for similar products owned by parties outside of the apportion- 
ing trade or business, the subsequent sale of the products received in the 
exchange shall be treated as arising from the apportioning trade or busi- 
ness's qualified extractive business activity to the extent the exchange it- 
self has not previously been reflected in the calculation of the business's 
qualified extracfive business acdvity. 

Example; Company S refines oil and markets gasoline in California 
and Washington. Company B, an unrelated party, refines oil in Washing- 
ton and markets gasoline in Oregon and Washington. S needs more gaso- 
line for its Washington customers than it has available at its Washington 
storage facilities. B needs more gasoline to sell in its Oregon market. B 
exchanges some of its gasoline in Washington for some of S's gasoline 
in California, which B then sells in its Oregon market. Title to B's Wash- 
ington gasoline transfers to S at the time of the exchange and title to S's 
California gasoline transfers to B at the same time. The exchange is of 
substantially identical gasoline. Although S has not refined the gasoline 
obtained from B, S's subsequent sale of such gasoline to parties outside 
of its apportioning trade or business is considered to be a sale of product 
from S's extracfive business activity because it was exchanged for gaso- 
line which was refined by S. This is also true of B's subsequent sales of 
the gasoline obtained from S to parties outside of its apportioning trade 
or business. 

(4) Temporary interrupfions in supply. If an apportioning trade or 
business experiences a temporary interruption in its normal supply of 
crude substances or in its ability to supply the established requirements 
of its customers for crude substances or refined products normally sold 
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by the apportioning trade or business, the gross receipts from the resale 
to its customers of crude substances or refined products purchased from 
others solely because of the interruption will be treated as receipts from 
qualified extractive business activity. For purposes of this paragraph, an 
interruption in supply will not be treated as "temporary" after the last day 
of the first full income year following the occurrence of the event which 
caused the interruption. 

Example: Company F operates oil refineries in both California and 
Washington. It sells gasoline and other refined products produced by 
these refineries to customers throughout the U.S., and it files its Califor- 
nia franchise tax returns on the basis of an income year ending on Decem- 
ber 3 1 . On March 3, 1 995, a fire disabled the company's Washington re- 
finery, forcing Company F to purchase refined products from other 
refiners in order to continue supplying the established requirements of its 
customers. The gross receipts from Company F's resale to its customers 
of the products purchased from the other refiners will be treated as gross 
receipts from a qualified extractive business activity during the period 
March 3, 1 995. through December 31,1 996. 

NOTti; Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25128, Revenue and Taxation Code. 

History 

1. New section filed 7-7-99; operative 8-6-99 (Register 99. No. 28). 

2. Change without regulatory effect amending subsections (c)( 1 >-(2), redesignat- 
ing former subsections (d)-(d)(3) as new subsections (fHf)(3), relettering sub- 
sections and amending subsection (h)(4) filed 2-29-2()()8 pursuant to section 
100, title 1, Califomia'Code of Regulations (Register 2008. No. 9). 

§ 25128-2. Agricultural Business Activity. 

(a) In general. Revenue and Taxation Code section 25 1 28, subdivision 
(c), defines "qualified business activity" and includes "agricultural busi- 
ness activity" in that term. This regulation defines "agricultural business 
activity" and what constitutes gross business receipts from such activity. 

(b) Definitions. 

(1) Section 25128, subdivision (d)(2), of the Revenue and Taxation 
Code sets forth the statutory definition of "agricultural business activ- 
ity." In general, the term applies only to taxpayers engaged in "the busi- 
ness of farming" as defined in Treasury Regulation section 1.175-3 and 
includes only activities encompassed within "the business of farming" as 
so defined. 

(2) For purposes of Revenue and Taxation Code section 25 1 28, subdi- 
vision (d)(2), and this regulaUon, the term "farm" is used in its ordinary 
and accepted sense, and generally means land used for the production of 
crops, fruits, or other agricultural products or for the sustenance of live- 
stock or poultry. The term "livestock" includes cattle, hogs, horses, 
mules, donkeys, sheep, goats, and captive fur-bearing animals. The term 
"poultry" includes chickens, turkeys, geese, ducks, emus, ostriches, and 
pigeons. Thus, a farm includes livestock, dairy, poultry, fish, fruit, fur- 
bearing animal, and truck farms, plantations, ranches, nurseries, ranges, 
orchards, feed yards for fattening cattle, and greenhouses and other simi- 
lar structures used primarily for the raising of agricultural or horticultural 
commodities. Greenhouses and other similar structures that are used pri- 
marily for purposes other than the raising of agricultural or horticultural 
commodities do not constitute farms, as, for example, structures that are 
used primarily for the display, storage, fabrication, or sale of wreaths, 
corsages, and bouquets. A fish farm is an area where fish are grown or 
raised, as opposed to merely caught or harvested. 

(3) Wherever the definifion of agricultural business activity in this reg- 
ulation refers to the production of a product, the term "producdon" means 
planting, growing, breeding, raising or fattening one's own agricultural 
commodity. Production includes processing activities which are normal- 
ly incident to the growing, raising, planting, breeding, or fattening of 
agricultural products. For example, assume an apportioning trade or 
business is in the business of growing and selling fruits and vegetables. 
When the fruits and vegetables are ready to be harvested, the business 
picks, washes, inspects, and packages the fruits and vegetables for sale. 
Such activities are normally incident to the raising of these crops by farm- 
ers. The receipts from the sale of these fruits and vegetables are gross 
business receipts from a qualified agricultural business activity. The term 



production does not include the processing of agricultural products be- 
yond those activities which are normally incident to the production of 
such products according to industry practice. 

Example 1 : The processing of grain that a company has grown and har- 
vested in order to produce fiour, breads, cereals, and other similar food 
products, and the sale of the processed products do not constitute agricul- 
tural business activity. 

Example 2: The processing of grapes into wine, regardless of the 
source of the grapes, and the sale of such wine do not constitute agricul- 
tural business activity. 

Example 3: The processing of nuts by shelling and the sale of such pro- 
cessed nuts do not constitute agricultural business activity. 

Example 4: A farmer raises cattle, slaughters the cattle, and sells the 
carcasses. Slaughtering cattle and the sale of their carcasses do not 
constitute agricultural business activity. 

(c) Unless otherwise provided in this regulation, the following activi- 
ties constitute agricultural business activity: 

( 1 ) The production of crops, plants, vines and trees (excluding forestry 
operations or the growing of timber). This category also includes the op- 
eration of sod farms and cranberry bogs; the production of mushrooms, 
bulbs, flower seeds, and vegetable seeds; and the production of hydro- 
ponic crops. Specific activities in this category include the following: 

(A) The production of wheat; rice; field corn for grain or seed; sweet 
corn; popcorn; soybeans; and other cash grains, including production of 
dry field and seed peas and beans, safflowers, sunflowers, bariey. buck- 
wheat, cowpea, flaxseed, lenfil, milo, mustard seed, oat, rye, and sor- 
ghum. 

(B) The production of field crops, including cotton, cottonseed, tobac- 
co, sugarcane, sugarbeets. potato, alfalfa, broomcom, clover, grass seed, 
hay. hop. mint, peanut, sweet potato, timothy, yam, other roots, and tu- 
bers. 

(C) The production of vegetables and melons, including asparagus, 
bean, beet, bok choy, broccoli, cabbage, cantaloupe, cauliflower, celery, 
cucumber. English pea. green lima bean, green pea, lettuce, market gar- 
dens, onion, pepper, romaine. snap bean, squash, tomato, and watermel- 
on. This category also includes truck farms. 

(D) The production of fruits and tree nuts, including berry crops, such 
as blackberry, blueberry, cranberry, currant, dewberry, loganberry, rasp- 
berry, and strawberry; grapes; tree nuts, including almond, filbert, maca- 
damia. pecan, pistachio, and walnut; citrus fruits, including grapefruit, 
lemon, lime, orange, and tangerine; deciduous tree fruits, including ap- 
ple, apricot, cherry, nectarine, peach, pear, persimmon, plum, pomegran- 
ate, prune, and quince: avocado; banana; coffee; date; fig; kiwi; olive; 
pineapple; plantain; and tropical fruits. 

(E) The producdon of ornamental plants and other nursery products, 
such as bulbs, florist's greens, flowers, shrubbery, flower and vegetable 
seeds, and plants and sod. These products may be grown under cover or 
outdoors. 

(F) The producdon of food crops grown under cover, such as mush- 
rooms, bean sprouts, fruits, greenhouse crops, hydroponic crops, mush- 
room spawn, rhubarb, seaweed, tomatoes, truffles, and vegetables grown 
under cover. 

(2) The keeping, grazing, or feeding of livestock for the sale of live- 
stock or hvestock products. Businesses engaged in these acdvities in- 
clude farms, ranches, dairies, certain feedlots as specified in subpara- 
graph (A) of this paragraph, egg production facilides, poultry hatcheries, 
and apiaries. Livestock includes cattle, hogs, sheep, goats, poultry (in- 
cluding emus and ostriches), horses, rabbits, bees, pets, fish in capdvity, 
and fur-bearing animals in captivity. "Livestock products" means prod- 
ucts which come directly from the livestock without processing, such as 
serums. Acdvities included in this general category include the follow- 
ing: 

(A) The fattening of beef cattle in a confined area for a period of at least 
30 days. Business activides which consist of feeding beef catde for peri- 
ods of less than 30 days, in connecdon with their transport, are not in- 
cluded. 
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(B) The production or feeding of beef cattle, sucii as beef cattle farms, 
cattle raising farms, and cattle ranches. 

(C) The production or feeding of hogs. 

(D)The production of sheep, lambs, goats, goats' milk, wool, and mo- 
hair. This includes the fattening of lambs in a confined area (in feedlots) 
for a period of at least 30 days. The feeding of lambs for periods of less 
than 30 days, in connection with their transport, is not included. 

(3) The production of cows' milk and other dairy products and in rais- 
ing dairy heifer replacements. 

(4) The production of poultry and eggs. This category includes the fol- 
lowing: 

(A) The production of chickens for slaughter, including Cornish hens. 

(B) The production of turkeys and turkey eggs. 

(C) Operating poultry hatcheries. 

(D) The production of poultry and eggs, not elsewhere included, on 
duck farms, emu farms, ostrich farms, egg (from other than chicken or 
turkey) farms, geese farms, pheasant farms, pigeon farms, quail farms, 
and squab farms. 

(?) The production of animal specialities. This includes the production 
of the following; 

(A) Fur and fur-bearing animals and rabbits, including chinchilla, fox, 
game, and mink; 

(B) Horses and other equines, including burros, donkeys, mules, and 
ponies; 

(C) Finfish and shellfish, such as crustaceans and mollusks, within a 
confined space and under controlled feeding, sanitation, and harvesting 
procedures, such as on catfish farms, fish farms, goldfish farms, minnow 
farms, tropical aquarium fish farms, and trout farms; and 

(D) Other animal specialties, (including the products thereoO, such as 
pets, bees, worms, and laboratory animals. 

(6) Under section 25 1 28. subdivision (d)(2), of the Revenue and Taxa- 
tion Code, the following are also included in the definition of agricultural 
business activity: 

(A) Cultivating the soil, or raising or harvesting any agricultural or 
horticultural commodity; 

(B) Raising, shearing, feeding, caring for, training, or management of 
animals on a farm; and 

(C) Handling, drying, packing, grading, or storing on a farm any agri- 
cultural or horticultural commodity in its unmanufactured state, but only 
if the owner, tenant, or operator of the farm regularly produces more than 
one-half of the commodity handled, dried, packed, graded, or stored. 

The more-than-one-half test set forth in this subsection (C) and in 
section 25 1 28, subdivision (d)(2), of the Revenue and Taxation Code ap- 
plies only to service receipts from outside the apportioning trade or busi- 
ness and does not apply to the apportioning trade or business' s self-pro- 
duced agricultural products. For example, if a farming corporation stores 
both its own and other corporations' agricultural products on its farm 
premises, and it self-produces over 50 percent of the agricultural prod- 
ucts stored there, then the entire proceeds received from the third parties 
(outside of the apportioning trade or business) for providing storage ser- 
vices would be included as gross business receipts from an agricultural 
business activity. However, if the farmer self-produces less than 50 per- 
cent of the products stored, the receipts from services to third parties will 
not qualify as gross business receipts from an agricultural business activ- 
ity. The amounts received from the sales of the self-produced agricultur- 
al products which had been stored by the farmer on its farm would still 
qualify as gross business receipts from an agricultural business activity. 

(d) Businesses which are not engaged in agricultural business activity. 

Trades or businesses engaged in performing services for others on a 
contract or fee basis are not engaged in an agricultural business activity 
for purposes of section 25128 of the Revenue and Taxation Code unless 
they are engaged in the business of farming as defined in Treasury Regu- 
lation section 1.175-3. 

Example: A is a company whose business is soil preparation. A con- 
tracts with B, a farming corporation, to provide soil preparation services 



on B's farmland. A breaks the land, plows, fertilizes, prepares the seed 
bed and performs other related services for improving the soil for crop 
planting. B pays A a fee for the soil preparation services it performs. A 
has no interest in the land or in the crops. A is not engaged in a qualified 
agricultural business activity. B, however, is engaged in a qualified agri- 
cultural business activity. 

(e) Gross business receipts from agricultural business activity. 

( 1 ) Only gross receipts derived by an apportioning trade or business 
from agricultural business activity as defined in this regulation shall be 
considered to be gross business receipts from a qualified agricultural 
business activity for purposes of section 25 1 28 of the Revenue and Taxa- 
tion Code. Except as provided in paragraph (3) of this subsection, gross 
receipts from sales of produce which were not produced by the appor- 
tioning trade or business are not gross business receipts from agricultural 
business activity. 

Example: If X. a farming corporation, purchases peaches from an un- 
related farming business which has produced the peaches, the resale o\' 
those peaches by X will not give rise to gross business receipts from an 
agricultural business activity. X did not produce the peaches; therefore, 
the sales were not derived from a qualified agricultural business activity, 
as defined in section 25128 of the Revenue and Taxation Code and this 
regulation, conducted by X. 

(2) If an apportioning trade or business sells products produced from 
its qualifying agricultural business activity and also sells products pur- 
chased from another party, tracing will generally be required to deter- 
mine which portion of the total receipts is from its qualified agricultural 
business activity and which portion is not. In some cases, tracing may be 
difficult because records are not available and cannot reasonably be ob- 
tained. In such cases, reasonable estimates will be acceptable. 

(3) Exchanges. Exchanges are an exception to the requirement that the 
product sold must be derived from the apportioning trade or business' s 
own qualified agricultural business activity as set forth in subsection 
(e)(1) of this regulation. If products produced by an apportioning trade 
or business's qualified agricultural business activity are exchanged for 
similar products owned by parties outside of the apportioning trade or 

■ business, the subsequent sale of the products received in the exchange 
shall be treated as arising from the apportioning trade or business's quali- 
fied agricultural business activity to the extent the exchange itself has not 
previously been reflected in the calculation of the business's qualified 
agricultural business activity. 

(f) Cooperatives. 

(1) Agricultural associations organized and operated on a cooperative 
or mutual basis (as set forth in section 24404 of the Revenue and Taxation 
Code) are not engaged in a qualified agricultural business activity be- 
cause the association itself, which is a separate entity from its members, 
does not conduct an agricultural business activity as defined in section 
25 128 of the Revenue and Taxation Code and this regulation. 

(2) Gross receipts from sales to cooperatives of products produced in 
the conduct of a qualifying agricultural business activity by an apportion- 
ing trade or business consfitute gross business receipts from a qualified 
business activity. Example; If a farming corporation sells artichokes it 
has grown to a non-unitary cooperative, the gross receipts from the sales 
of the arfichokes are gross business receipts from a qualified business ac- 
tivity. 

(g) Patronage Dividends. For purposes of determining gross business 
receipts from an agricultural business activity, patronage dividends (as 
defined in section 24404 or section 24273.5 of the Revenue and Taxation 
Code) from agricultural cooperatives shall not be included in the produc- 
er's receipts as gross business receipts from an agricultural business ac- 
tivity. 

NOTE: Authority cited: Section 19303, Revenue and Taxation Code. Reference: 
Section 25128, Revenue and Taxation Code. 

History 

1. New section filed 7-7-99; operative 8-6-99 (Register 99. No. 28). 
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the property is used in the regular course of taxpayer's trade or business. 
The method of determining that portion of the value to be included in the 
factor will depend upon the facts of each case. 

The property factor shall reflect the average value of property includ- 
ible in the factor. See Regulation 25131. 

(b) Property Factor. Property Used for the Production of Business In- 
come. Property shall be included in the property factor if it is actually 
used or is axailable for or capable of being used during the income year 
in the regular course of trade or business of the taxpayer. Property held 
as reserved or .standby facilities or property held as a reserve source of 
materials shall be included in the factor. For example, a plant temporarily 
idle or raw material reserves not currently being processed are includible 
in the factor. Property or equipment under constaiction during the in- 
come year (except inventoriable goods in the process) shall be excluded 
from the factor until such property is actually used in the regular course 
of the trade or business of the taxpayer. If the property is partially used 
in the regular course of the trade or business of the taxpayer while under 
construction, the value of the property to the extent used shall be included 
in the property factor. Property used in the regular course of the trade or 
business of the taxpayer shall remain in the property factor until its per- 
manent withdrawal is established by an indentifiable event such as its 
conversion to the production of nonbusiness income, its sale, or the lapse 
of an extended period of time (normally, five years) during which the 
property is held for sale. 

EXAMPLE (A): 

Taxpayer closed its manufacturing plant in State X and held such prop- 
erty for sale. The property remained vacant until its sale one year later. 
The value of the manufacturing plant is included in the property factor 
until the plant is sold. 

EXAMPLE (B): 

Same as above except that the property was rented until the plant was 
sold. The plant is included in the property factor until the plant is sold. 

EXAMPLE (C): 

Taxpayer closed its manufacturing plant and leased the building under 
a five-year lease. The plant is included in the property factor until the 
commencement of the lease. 

EXAMPLE (D): 

The taxpayer operates a chain of retail grocery stores. Taxpayer closed 
Store A, which was then remodeled into three small retail stores such as 
a dress shop, dry cleaning, and barber shop, which were leased to unre- 
lated parties. The property is removed from the property factor on the 
date the remodeling of Store A commenced. 

(c) Property Factor. Consistency if Reporting. In filing returns with 
this state, if the taxpayer departs from or modifies the manner of valuing 
property, or of excluding or including property in the property factor, 
used in returns for prior years, the taxpayer shall disclose in the return for 
the current year the nature and extent of the modification. 

If the returns or reports filed by the taxpayer with all states to which 
the taxpayer reports under the Uniform Division of Income for Tax Pur- 
poses Act are not uniform in the valuation of property and in the exclu- 
sion or inclusion of property in the property factor , the taxpayer shall dis- 
close in its return to this state the nature and extent of the variance. 

(d) Property Factor. Numerator. The numerator of the property factor 
shall include the average value of the real and tangible personal property 
owned and rented by the taxpayer and used in this state during the income 
year in the regular course of the trade or business of the taxpayer. Proper- 
ty in transit between locations of the taxpayer to which it belongs shall 
be considered to be at the destination for purposes of the property factor. 
Property in transit between a buyer and seller which is included by a tax- 
payer in the denominator of its property factor in accordance with its reg- 
ular accounting practices shall be included in the numerator according to 
the state of destination. Tlie value of mobile or movable property such as 
construction equipment, trucks or leased electronic equipment which are 
located within and without this state during the income year shall be de- 
termined for purposes of the numerator of the factor on the basis of the 
total time within the state during the income year. An automobile as- 



signed to a traveling employee shall be included in the numerator of the 
factor or in the numerator of the state in which the automobile is licensed. 

§ 25130. Property Factor. Valuation of Owned and Rented 
Property. 

(a) Property Factor. Valuation of Owned Property. 

( 1 ) Property owned by the taxpayer shall be valued at its original cost. 
As a general rule "original cost" is deemed to be the basis of the property 
for federal income tax purposes (prior to any federal adjustments) at the 
time of acquisition by the taxpayer and adjusted by subsequent capital 
additions or improvements thereto and partial disposition thereof, by rea- 
son of sale, exchange, abandonment, etc. However, for taxable income 
years beginning on or after January 1, 1990, capitalized intangible drill- 
ing and development costs shall be included in the property factor wheth- 
er or not they have been expensed for either federal or state tax purposes. 

EXAMPLE ( 1 ): The taxpayer acquired a factory building in this state 
at a cost of $500,000 and 1 8 months later expended $ 1 00,000 for major 
remodeling of the building. Taxpayer files its return for the current in- 
come year on the calendar year basis. Depreciation deduction in the 
amount of $22,000 was claimed on the building for its return for the cur- 
rent income year. The value of the building includible in the numerator 
and denominator of the property factor is $600,000 as the depreciation 
deduction is not taken into account in determining the value of the build- 
ing for purposes of the factor. 

EXAMPLE (2): During the current income year, X Corporation 
merges into Y Corporation in a tax-free reorganization under the Internal 
Revenue Code. At the time of the merger, X Corporation owns a factory 
which X built five year eadier at a cost of $ 1 ,000.000. X has been depre- 
ciating the factory at the rate of two percent per year, and its basis in X"s 
hands at the time of the merger is $900,000. Since the property is ac- 
quired by Y in a transaction in which, under the Internal Revenue Code, 
its basis in Y's hands is the same as its basis in X's, Y includes the proper- 
ty in Y's property factor at X's original cost, without adjustment for de- 
preciation, i.e.. $1,000,000. 

EXAMPLE (3): Corporation Y acquires the assets of Corporation X 
in a hquidation by which Y is entitled to use its stock cost as the basis of 
the X assets under Internal Revenue Code section 334(b)(2) (i.e. stock 
possessing 80 percent control is purchased and liquidated within two 
years). Under these circumstances, Y's cost of the assets is the purchase 
price of the X stock, prorated over the X assets. 

If original cost of property is unascertainable, the property is included 
in the factor at its fair market value as of the date of acquisition by the 
taxpayer. 

(2) Inventory of stock of goods shall be included in the factor in accor- 
dance with the valuation method used for federal income tax purposes. 

(3) Property acquired by gift or inheritance shall be included in the fac- 
tor at its basis for determining depreciation for federal income tax pur- 
poses. 

(b) Property Factor. Valuation of Rented Property. 

( 1 ) Property rented by the taxpayer is valued at eight limes its net annu- 
al rental rate. The net annual rental rate for any item of rented property 
is the annual rental rate paid by the taxpayer for such property, less the 
aggregate annual subrental rates paid by subtenants of the taxpayer. (See 
Cal. Code Regs., tit. 1 8, § 25 1 37, sub. (a), for special rules where the use 
of such net annual rental rate produces a negative or cleariy inaccurate 
value or where property is used by the taxpayer at no charge or rented at 
a nominal rental rate.) 

Subrents are not deducted when the subrents constitute business in- 
come because the property which produces the subrents is used in the reg- 
ular course of a trade or business of the taxpayer when it is producing 
such income. Accordingly there is no reduction in its value. 

EXAMPLE ( 1 ): The taxpayer receives subrents from a bakery conces- 
sion in a food market operated by the taxpayer. Since the subrents are 
business income they are not deducted from rent paid by the taxpayer for 
the food market. 
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EXAMPLE (2): The taxpayer rents a 5-slory office building primarily 
for use in its multistate business, uses three floors for its offices and sub- 
leases two floors to various other businesses and persons such as profes- 
sional people, shops and the like. The rental of the two floors is incidental 
to the operation of the taxpayer's trade or business. Since the subrenis are 
business income they are not deducted from the rent paid by the taxpayer. 

EXAMPLE (3): The taxpayer rents a 20-story office building and uses 
the lower two stories for its general corporation headquarters. The re- 
maining 18 floors are subleased to others. The rental of the J 8 floors is 
not incidental to but rather is separate from the operation of the taxpay- 
er' s trade or business. Since the subrents are nonbusiness income they are 
to be deducted from the rent paid by the taxpayer. 

(2) "Annual rental rate" is the amount paid as rental for property for 
a 1 2-month period (i.e., the amount of the annual rent). Where the prop- 
erty is rented for less than a 1 2-month period, the rent paid for the actual 
period of rental shall constitute the "annual rental rale" for the tax period. 
However,where a taxpayer has rented property for a term of 1 2 or more 
months and the current tax period covers a period of less than 12 months 
(due, for example, to a reorganization or change of accounting period), 
the rent paid for the short tax period shall be annualized. If the rental term 
is for less than 12 months, the rent shall not be annualized beyond its 
term. Rent shall not be annualized because of the uncertain duration 
when the rental term is on a month to month basis. 

EXAMPLE ( 1 ): Taxpayer A which ordinarily files its returns based on 
a calendar year is merged into Taxpayer B on April 30. The net rent paid 
under a lease with 5 years remaining is $2,500 a month. The rent for the 
tax period January 1 to April 30 is $10,000. After the rent is annualized 
the net rent is $30,000 ($2,500 x 12). 

EXAMPLE (2): Same facts as in Example (1) except that the lease 
would have terminated on August 3 1 . In this case the annualized net rent 
is $20,000 ($2,500 x 8). 

(3) "Annual rent" is the actual sum of money or other consideration 
payable,directly or indirectly, by the taxpayer or for its benefit for the use 
of the property and includes: 

(A) Any amount payable for the use of real or tangible personal prop- 
erty, or any part thereof, whether designated as a fixed sum of money or 
as a percentage of sales, profits or otherwise. 

EXAMPLE: A taxpayer, pursuant to the terms of a lease, pays a lessor 
$ 1 ,000 per month as a base rental and at the end of the year pays the lessor 
1 percent of its gross sales of $400,000. The annual rent is $16,000 
($12,000 plus 1 percent of $400,000 or $4,000). 

(B) Any amount payable as additional rent or in lieu of rents, such as 
interest, taxes, insurance, repairs of any other items which are required 
to be paid by the terms of the lease or other arrangement, not including 
amounts paid as service charges, such as utilities, janitor services, etc. If 
a payment includes rent and other charges unsegregated, the amount of 
rent shall be determined by consideration of the relative values of the rent 
and the other items. 

EXAMPLE ( 1 ): A taxpayer, pursuant to the terms of a lease, pays the 
lessor $ 1 2,000 a year rent plus taxes in the amount of $2,000 and interest 
on a mortgage in the amount of $1,000. The annual rent is $15,000. 

EXAMPLE (2): A taxpayer stores part of its inventory in a public 
warehouse. The total charge for the year was $1,000 of which $700 was 
for the use of storage space and $300 for inventory insurance, handling 
and shipping charges, and C.O.D. collections. The annual rent is $700. 

(4) "Annual rent" does not include incidental day-to-day expenses 
such as hotel or motel accommodations, daily rental of automobiles, etc. 

(5) Leasehold improvements shall, for the purposes of the property 
factor, be treated as property owned by the taxpayer regardless of wheth- 
er the taxpayer is entitled to remove the improvements or the improve- 
ments revert to the lessor upon expiration of the lease. Hence, the original 
cost of leasehold improvements shall be included in the factor. (See Cal. 
Code Regs., tit. 18, § 25137, sub. (b)(1)(C).) 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25130, Revenue and Taxation Code. 



January $2,000 

February 2.000 

March 3,000 

April 3.500 

May 4,500 

June 10.000 

$25,000 



History 

1. Repealer of footnote limiting application, amendment of subsections (a)(l )and 
(b)(3), and new subsection (b)(4) filed 10-2-89; operative 11-1-89 (Register 
89, No. 43). 

2. Amendment of subsection (a)(1) filed 1-3-90 as an emergency: operative 
1-3-90 (Register 90. No. 3). A Certificate of Compliance must be transmitted 
to OAL within 120 davs or emereencv lansuase will be repealed by operation 
of law on .5-3-90, 

3. Certificate of Compliance as to 1 -3-90 order transmitted to OAL .3-1 9-90 and 
filed 4-18-90 (Register 90, No. 18). 

4. Amendment ol'section and Noti; filed 1-28-2005; operafive 2-27-2005 (Reg- 
ister 2005, No. 4). 

§ 25131. Property Factor. Averaging Property Values. 

As a general rule the average value of property owned by the taxpayer 
shall be determined by averaging the values at the beginning and ending 
of the income year. However, the Franchise Tax Board may require or 
allow averaging by monthly values if such method of averaging is re- 
quired to properly reflect the average value of the taxpayer's property for 
the tax period. 

Averaging by monthly values will generally be applied if substantial 
fluctuations in the values of the property exist during the income year or 
where property is acquired after the beginning of the income year or dis- 
posed of before the end of the income year. 
EXAMPLE: 
The monthly value of the taxpayer's property was as follows: 

Total 

July $15,000 

August 17,000 

September 23,000 

October 25,000 

November 13,000 

December 2.000 

$95,000 $120.000 

The average value of the taxpayer's property includible in the property 
factor for the income year is determined as follows: 

$120,000- 12 = $10,000 
Averaging with respect to rented property is achieved automatically 
by the method of determining the net annual rental rate of such property 
as set forth in Reg. 25130(b). 

§25132. Payroll Factor. 

(a) Payroll Factor. In General. 

( 1 ) The payroll factor of the apportionment formula for each trade or 
business of the taxpayer shall include the total amount paid by the taxpay- 
er in the regular course of its trade or business for compensation during 
the income year. 

(2) The total amount "paid" to employees is determined upon the basis 
of the taxpayer's accounting method. If the taxpayer has adopted the ac- 
crual method of accounting, all compensation properly accrued shall be 
deemed to have been paid. Notwithstanding the taxpayer' s method of ac- 
counting, at the election fo the taxpayer, compensation paid to employees 
may be included in the payroll factor by used of the cash methods if the 
taxpayer is required to report such compensation under such method for 
unemployment compensation purposes. 

The compensation of any employee on account of activities which are 
connected with the producfion of nonbusiness income shall be excluded 
from the factor. 

EXAMPLE (A): 

The taxpayer uses some of its employees in the construction of a stor- 
age building which, upon completion, is used in the regular course of tax- 
payer' s trade or business. The wages paid to those employees are treated 
as a capital expenditure by the taxpayer. The amount of such wages is in- 
cluded in the payroll factor. 

EXAMPLE (B): 

The taxpayer owns various securities which it holds as an investment 
separate and apart from its trade or business. The management of the tax- 
payer's investment portfolio is the only duty on Mr. X, an employee. The 
salary paid to Mr. X is excluded from the payroll factor. 
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(3) The term "compensation" means wages, salaries, commissions and 
any other form of remuneration paid to employees for personal services. 
Payments made to an independent contractor or any other person not 
properly classifiable as an employee are excluded. Only amounts paid di- 
rectly to employees are included in the payroll factor. Amounts consid- 
ered paid directly include the value of board, rent, housing, lodging, and 
other benefits or services furnished to employees by the taxpayer in re- 
turn for personal services provided that such amounts constitute income 
to the recipient under the Federal Internal Revenue Code. In the case of 
employees not subject to the Federal Internal Revenue Code, e.g., those 
employed in foreign countries, the determination of whether such bene- 
fits or services would constitute income to the employees shall be made 
as though such employees were subject to the Federal Internal Revenue 
Code. 

(4) The term "employee" means (A) any officer of a corporation, or 
(B) and individual who, under the usual common-law rules applicable 
in determining the employer-employee relationship, has the status if an 
employee. Generally, a person will be considered to be an employee if 
he is included by the taxpayer as an employee for purposes of the payroll 
taxes imposed by the Federal Insurance Contributions Act; except that, 
since certain individuals are included within the term "employees" in the 
Federal Insurance Contributions Act who would not be employees under 
the usual common-law rules, it may be established that a person who is 
included as an employee for purposes of the Federal Insurance Contribu- 
tions Act is not an employee for purposes of this regulation. 

(5) In filing returns with this state, if the taxpayer departs from or mo- 
difies the treatment of compensation paid used in returns for prior years, 
the taxpayer shall disclose in the return for the current year the nature and 
extent of the modification. 

If the returns or reports filed by the taxpayer with all states to which 
the taxpayer reports under the Uniform Division if Income for Tax Pur- 
poses Act are not uniform in the treatment of compensation paid, the tax- 
payer shall disclose in its return to this state the nature and extent of the 
variance. 

(b) Payroll Factor. Denominator. The denominator of the payroll fac- 
tor is the total compensation paid everywhere during the income year. 
Accordingly, compensation paid to employees whose services are per- 
formed entirely in a state where the taxpayer is immune from taxation, 
for example, by Public Law 86-272, are included in the denominator of 
the payroll factor. 

EXAMPLE: 

A taxpayer has employees in its state of legal domicile (State A) and 
is taxable in State B. In addition the taxpayer has other employees whose 
services are performed entirely in State C where the taxpayer is immune 
from taxation by Public Law 86-272. As to these latter employees, the 
compensation will be assigned to State C where their services are per- 
formed (i.e., included in the denominator — but not the numerator — of 
the payroll factor) even though that taxpayer is not taxable in State C. 

(c) Payroll Factor. Numerator. The numerator of the payroll factor is 
the total amount paid in this state during the income year by the taxpayer 
for compensation. The tests in Section 25133 to be applied in determin- 
ing whether compensation is paid in this state are derived from the Model 
Unemployments Compensation Act. Accordingly, if compensation paid 
to employees is included in the payroll factor by use of the cash method 
of accounting of if the taxpayer is required to report such compensation 
under such methods for unemployment compensation purposes, it shall 
be presumed that the total wages reported by the taxpayer to this state for 
unemployment compensation purposes constitutes compensation paid in 
this state except for compensation excluded under paragraphs (2) and (4) 
of subsection (a). The presumption may be overcome by satisfactory evi- 
dence that an employee's compensation is not properly reportable to this 
state for unemployment compensation purposes. 

§ 25133. Payroll Factor. Compensation Paid in This State. 

Compensation is paid in this state if any one of the following tests, 
applied consecutively, are met: 



(1) The employee's service is performed entirely within the state. 

(2) The employee's service is performed both within and without the 
state, but the service performed without the state is incidental to the em- 
ployee's service within the state. The word "incidental" means any ser- 
vice which is temporary or transitory in nature, or which is rendered in 
connection with an isolated transaction. 

(3) If the employee's services are performed both within and without 
this state, the employee's compensation will be attributed to this state: 

(A) if the employee's base of operations is in this state; or 

(B) if there is no base of operations in any stale in which some part of 
the service is performed, but the place from which the service is directed 
or controlled is in this state; or 

(C) if the base of operations or the place from which the service is di- 
rected or controlled is not in any state in which some part of the service 
is performed but the employee's residence is in this state. 

The term "base of operations" is the place of more or less permanent 
nature from which the employee starts his work and to which he custom- 
arily returns in order to receive instructions from the taxpayer or commu- 
nications from his customers or other persons or to replenish stock or oth- 
er materials, repair equipment, or perform any other functions necessary 
to the exercise of his trade or profession at some other point or points. The 
term "place from which the service is directed or controlled" refers to the 
place from which the power to direct or control is exercised by the tax- 
payer. 

§25134. Sales Factor. 

(a) Sales Factor. In General. 

( 1 ) Section 25 1 20(e) defines the term "sales" to mean all gross receipts 
of the taxpayer not allocates under sections 24124 to 25127, inclusive. 
Thus, for the purposes of the sales factor of the apportionment formula 
for each trade or business of the taxpayer, the term "sales" means all gross 
receipts derived by the taxpayer from transactions and activity in the reg- 
ular course of such trade or business. The following are rules for deter- 
mining "sales" in various situations: 

(A) In the case of a taxpayer engaged in manufacturing and selling or 
purchasing and reselling goods or products, "sales" includes all gross re- 
ceipts from the sales of such goods or products (or other property of a 
kind which would properly be included in the inventory of the taxpayer 
if on hand at the close of the income year) held be the taxpayer primarily 
for sale to customers in the ordinary course of its trade or business. Gross 
receipts for this purpose means gross sales, less returns and allowances 
and includes all interest income, service charges, carrying charges, or ti- 
me-price differential charges incidental to such sales. Federal and state 
excise taxes (including sales taxes) shall be included as part of such re- 
ceipts if such taxes are passed on to the buyer or included as part of the 
selling price of the product. 

(B) In the case of cost plus fixed fee contracts, such as the operation 
of a government-owned plant for a fee, "sales" includes the entire reim- 
bursed cost, plus the fee. 

(C) In the case of a taxpayer engaged in providing services, such as the 
operation of an advertising agency, or the performance of equipment ser- 
vice contracts, research and development contracts, "sales" includes the 
gross receipts from the performance of such services including fees, 
commissions, and similar items. 

(D) In the case of a taxpayer engaged in renting real or tangible proper- 
ty, "sales" includes the gross receipts from the rental, lease, or licensing 
the use of the property. 

(E) In the case of a taxpayer engaged in the sale, assignment, or licen.s- 
ing of intangible personal property such are patents and copyrights, 
"sales" includes the gross receipts therefrom. 

(F) If a taxpayer derives receipts from the sale of equipment used in 
its business, such receipts constitute "sales." For example, a truck ex- 
press company owns a fleet of trucks and sells its trucks under a regular 
replacement program. The gross receipts from the sales of the trucks arc 
included in the sales factor. 
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(2) In some cases certain gross receipts sliould be disregarded in deter- 
mining the sales factor in order thiat the apportionment formula will oper- 
ate fairly to apportion to this state the income of the taxpayer's trade or 
business. See Regulation 25137(c). 

(3) In filing returns with this state, if the taxpayer departs from or mo- 
difies the basis for excluding or including gross receipts in the sales factor 
used in returns for prior years, the taxpayer shall disclose in the return for 
the current year the nature and extent of the modification. 

If the returns or reports filed by the taxpayer with all slates to which 
the taxpayer reports under the Uniform Division of Income for Tax Pur- 
poses Act are not uniform in the inclusion or exclusion of gross receipts, 
the taxpayer shall disclose in its return to this state the nature and extent 
of the variance. 

(b) Sales Factor: Denominator. The denominator of the sales factor 
shall include the total gross receipts derived by the taxpayer from transac- 
tions and activity in the regular course of its trade or business, except re- 
ceipts excluded under Regulation 25137(c). 

(c) Sales Factor: Numerator. The numerator of the sales factorshall in- 
clude gross receipts attributable to this state and derived by the taxpayer 
from transactions and activity in the regular course of its trade or busi- 
ness. All interest income, service charges, carrying charges, or time- 
price differential charges incidental to such gross receipts shall be in- 
cluded regardless of the place where the accounting records are 
maintained or the location of the contract or other evidence of indebted- 
ness. 

History 

1. Hditorial correction of printing error restoring omitted text in subsection 
(a)(1)(A) (Register 91, No. 32). 



§ 25135. Sales Factor. Sales of Tangible Personal 
Property. 

(a) Sales Factor: Sales of Tangible Personal Property in this State. 

( 1 ) Gross receipts from sales of tangible personal property (except 
sales to the United States Government; see subsection (b) of this regula- 
tion) are in this state: 

(A) if the property is delivered or shipped to a purchaser within this 
state regardless of the f.o.b. point or other conditions of sale; or 

(B) if the property is shipped form an office, store, warehouse, factory, 
or other place of storage in this state and the taxpayer is not taxable in the 
state of the purchaser. 

(2) Property shall be deemed to be delivered or shipped to a purchaser 
within this state if the recipient is located in this state, even though the 
property is ordered from outside this state. 

EXAMPLE: 

The taxpayer, with inventory in State A, sold $100,000 of its products 
to a purchaser having branch stores in several states including this state. 
The order for the purchase was placed by the purchaser' s central purchas- 
ing department located in State B. $25,000 of the purchase order was 
shipped directly to purchaser' s branch store in this state. The branch store 
in this state is the "purchaser within this state" with respect to $25,000 
of the taxpayer's sales. 

(3) Property is delivered or shipped to a purchaser within this state if 
the shipment terminates in this state, even though the property is subse- 
quently transferred by the purchaser to another state. 

EXAMPLE: 

The taxpayer makes a sale to a purchaser who maintains a central 
warehouse in this state at which all merchandise purchases are received. 
The purchaser reships the goods to its branch stores in other states for 
sale. All of the taxpayer's products shipped to the purchaser's warehouse 
in this state is property "delivered or shipped to a purchaser within this 
state." 

(4) The term "purchaser within this state" shall include the ultimate re- 
cipient of the property if the taxpayer in this state, at the designation of 
the purchaser, delivers to or has the property shipped to the ultimate re- 
cipient within this state. 

EXAMPLE: 



A taxpayer in this state sold merchandise to a purchaser in State A. 
Taxpayer directed the manufacturer or supplier of the merchandise in 
State B to ship the merchandise to the purchaser's customer in this state 
pursuant to purchaser's instructions. The sale by the taxpayer is in this 
state. 

(5) When property being shipped by a seller from the state of origin 
to a consignee in another state is diverted while enroute to a purchaser in 
this state, the sales are in this state. 

EXAMPLE: 

The taxpayer, a produce grower in State A. begins shipment of perish- 
able produce to the purchaser's place of business in State B. While en- 
route the produce is diverted to the purchaser's place of business in this 
state in which state the taxpayer is subject to tax. The sale by the taxpayer 
is attributed to this state. 

(6) If the taxpayer is not taxable in the state of the purchaser, the sale 
is attributed to this state if the property is shipped from an office, store, 
warehouse, factory or other place of storage in this state. 

EXAMPLE: 

The taxpayer has its head office and factory in State A. It maintains a 
branch office and inventory in this state. Taxpayer's only activity in State 
B is the solicitation of orders by a resident salesman. All orders by the 
State B salesman are sent to the branch office in this state for approval 
and are filled by shipment from the inventory in this state. Since taxpayer 
is immune under Public Law 86-272 from tax in State B, all sales of mer- 
chandise to purchasers in State B are attributed to this state, the state from 
which the merchandise was shipped. 

(7) If a taxpayer whose salesman operates from an office located in this 
state makes a sale to a purchaser in another state in which the taxpayer 
is not taxable and the property is shipped directly by a third party to the 
purchaser, the following rules apply: 

(A) If the taxpayer is taxable in the state from which the third party 
ships the property, then the sale is in such state. 

(B) If the taxpayer is not taxable in the state from which the property 
is shipped, then the sale is in this state. 

EXAMPLE: 

The taxpayer in this state sold merchandise to a purchaser in State A. 
Taxpayer is not taxable in State A. Upon direction of the taxpayer, the 
merchandise was shipped directly to the purchaser by the manufacturer 
in State B. If the taxpayer is taxable in State B, the sale is in State B. If 
the taxpayer is not taxable in State B, the sale is in this state. 

(b) Sales Factor: Sales of Tangible Personal Property to United States 
Government in this State. Gross receipts from sales of tangible personal 
property to the United Stales Government are in this state if the property 
is shipped from an office, store, warehouse, factory, or other place of 
storage in this state. For the purposes of this regulation, only sales for 
which the United States Government makes direct payment to the seller 
pursuant to the terms of a contract constitute sales to the United States 
Government. Thus, as a general rule, sales by a subcontractor to the prime 
contractor, the party to the contract with the United States Government, 
do not constitute sales to the United States Government. 

EXAMPLE (A): 

A taxpayer contracts with General Services Administration to deliver 
X number of trucks which were paid for by the United States Govern- 
ment. The sale is a sale to the United States Government. 

EXAMPLE (B): 

The taxpayer as a subcontractor to a prime contractor with the National 
Aeronautics and Space Administration contracts to build a component of 
a rocket for $1 .000.000. The sale by the subcontractor to the prime con- 
tractor is not a sale to the United States Government. 

§ 25136. Sales Factor. Sales Other Than Sales of Tangible 
Personal Property in This State. 

(a) In General. Section 25 1 36 provides for the inclusion in the numera- 
tor of the sales factor of gross receipts from transactions other than sales 
of tangible personal property (including transactions with the United 
States Government); under this section gross receipts are attributed to 
this state if the income producing activity which gave rise to the receipts 
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is performed wholly within this state. Also gross receipts are attributed 
to this stale if, with respect to a particular item of income, the income pro- 
ducing activity is performed within and without this state hut the greater 
proportion of the income producing activity is performed in this state, 
based on costs of performance. 

(b) Income Producing Activity: Defined. The term "'income producing 
activity" applies to each separate item of income and means the transac- 
tions and activity directly engaged in by the taxpayer in the regular course 
of its trade or business for the ultimate purpose of obtaining gains or prof- 
it. Such activity does not include transactions and activities performed on 
behalf of a taxpayer, such as those conducted on its behalf by an indepen- 
dent contractor. Accordingly, income producing activity includes but is 
not limited to the following: 

( 1 ) The rendering of personal services by employees or the utilization 
of tangible and intangible property by the taxpayer in performing a ser- 
vice. 

(2) The sale, rental, leasing, licensing or other use of real property. 

(3) The rental, leasing, licensing or other use of tangible personal prop- 
erty. 

(4) The sale, licensing or other use of intangible personal property. 
The mere holding of intangible personal property is not. of itself, an 

income producing activity. 

(c) Costs of Performance: Defined. The term "costs of performance" 
means direct costs determined in a manner consistent with generally ac- 
cepted accounting principles and in accordance with accepted conditions 
or practices in the trade or business of the taxpayer. 

(d) Application. 

(1) In General. Receipts (other than from sales of tangible personal 
property) in respect to a particular income producing activity are in this 
state if: 

(A) the income producing activity is performed wholly within this 
state; or 

(B) the income producing activity is performed both in and outside this 
state and a greater proportion of the income producing activity is per- 
formed in this state than in any other state, based on costs of performance. 

(2) Special Rules. The following are special rules for determining 
when receipts from the income producing activities described below are 
in this state: 

(A) Gross receipts from the sale, lease, rental or licensing of real prop- 
erty are in this state if the real property is located in this state. 

(B) Gross receipts from the rental, lease or licensing of tangible per- 
sonal property are in this state if the property is located in this state. The 
rental, lease, licensing or other use of tangible personal property in this 
state is a separate income producing activity from the rental, lease, licens- 
ing or other use of the same property while located in another state; con- 
sequently, if property is within and without this state during the rental, 
lease or licensing period, gross receipts attributable to this state shall be 
measured by the ratio which the time the property was physically present 
or was used in this state bears to the total time or use of the property every- 
where during such period. 

EXAMPLE: 

Taxpayer is the owner of 10 railroad cars. During the year, the total of 
the days each railroad car was present in this state was 50 days. The re- 
ceipts attributable to the use of each of the railroad cars in this state are 
a separate item of income and shall be determined as follows: 

Receipts 
( 1 X 50:^) 500 x Total Receipts = Attributable 



3650 



to this State 



(C) Gross receipts for the performance of personal services are 
attributable to this state to the extent such services are performed in this 
state. If services relating to a single item of income are performed partly 
within and partly without this state, the gross receipts for the performance 
of such services shall be attributable to this state only if a greater portion 
of the services were performed in this state, based on costs of perform- 
ance. Usually where services are performed partly within and partly 
without this state the services performed in each state will constitute a 



separate income producing activity; in such case the gross receipts for the 
performance of services attributable to this state shall be measured by the 
ratio which the lime spent in performing such services in this state bears 
to the total lime spent in performing such services everywhere. Time 
spent in performing services includes the amount of lime expended in the 
performance of a contract or other obligation which gives rise lo such 
gross receipts. Personal services not directly connected with the perform- 
ance of the contract or other obligation, as for example, lime expended 
in negotiating the contract.is excluded from the computations. 

EXAMPLE (i): 

Taxpayer, a road show, gave theatrical performances at various loca- 
tions in Slate X and in this slate during the tax period. All gross receipts 
from performances given in this stale are attributed to this state. 

EXAMPLE (ii): ^ 

The taxpayer, a public opinion survey corporation, conducted a poll 
by its employees in State X and in this stale for a sum of $9,()00.The proj- 
ect required 600 person hours to obtain the basic data and prepare the sur- 
vey report. Two hundred of the 600 person hours were expended in this 
state. The receipts attributable to this slate are $3,000. 
( 200 person hours x $9,00 0) 
600 person hours 



§ 25137. Other Apportionment Methods. 

(a) Special Rules. In General. Section 25137 provides that if the allo- 
cation and apportionment provisions of the Uniform Division of Income 
for Tax Purposes Act do not fairly represent the extent of the taxpayer's 
business activity in this slate, the taxpayer may petition for or the Fran- 
chise Tax Board may require, in respect to all or any part of the taxpayer' s 
business activity, if reasonable: 

( 1 ) Separate accounting; 

(2) The exclusion of any one or more of the factors; 

(3) The inclusion of one or more additional factors which will fairiy 
represent the taxpayer's business activity in this stale; or 

(4) The employment of any other method to effectuate an equitable al- 
location and apportionment of the taxpayer's income. 

Section 25137 permits a departure from the allocation and apportion- 
ment provisions of the Uniform Division of Income for Tax Purposes Act 
only in limited and specific cases. 

Section 25137 may be invoked only in specific cases where unusual 
fact situations (which ordinarily will be unique and nonrecurring) pro- 
duce incongruous results under the apporfionment and allocation provi- 
sions contained in these regulations. 

In the case of certain industries such as air transportation, rail transpor- 
tation, ship transportation, trucking, television, radio, motion pictures, 
various types of professional athletics, and so forth, the foregoing regula- 
tions in respect to the apportionment formula do not set forth appropriate 
procedures for determining the apportionment factors. Nothing in Sec- 
tion 25137 or in this Regulation shall preclude the Franchise Tax Board 
from establishing appropriate procedures under Sections 25 1 29 to 25 1 36 
inclusive, for determining the apportionment factors for each such indus- 
try, but such procedures shall be applied uniformly. 

(b) Special Rules. Property Factor. 

(1) The following special rules for determining the net annual rental 
rate as provided by California Code of Regulations, title 18. section 
25 130, subsection (b), are established in respect to the property factor of 
the apportionment formula: 

(A) Subrents. If the subrents taken into account in determining the net 
annual rental rate under Regulation 25 130, subsection (b). produce a neg- 
ative or clearly inaccurate value for any item of property, another method 
which will properly reflect the value of rented property may be required 
by the Franchise Tax Board or requested by the taxpayer. 

In no case however shall such value be less than an amount which 
bears the same ratio to the annual rental rate paid by the taxpayer for such 
property as the fair market value of that portion of the property used by 
the taxpayer bears to the total fair market value of the rented property. 
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EXAMPLE: 

The taxpayer rents a 10-story building at an annua! rental rate of 
$1,000,000. Taxpayer occupies two stories and sublets eight stones for 
$1 ,000,000 a year. The net annual rental rate of the taxpayer must not be 
less than two-tenths of the taxpayer's annual rental rate for the entire 
year, or $200,000. 

(B) Property of others in general. If property owned by others is used 
by the taxpayer at no charge or rented by the taxpayer for a nominal rate, 
the net annual rental rate for such property shall be determined on the ba- 
sis of a reasonable market rental rate for such property. 

(C) Natural resources. Without regard to whether the following prop- 
erty is also described in subsection (b)( 1 )(B), if a taxpayer enters upon 
property owned by others for the purpose of extracting natural resources 
such as timber, oil, gas or hard minerals, and irrespective of whether such 
entry or extraction is pursuant to an agreement between the holder of the 
interest in the property and the taxpayer (and al.so irrespective of whether 
such relationship is characterized as a profit a prendre or some other rela- 
tionship), consideration actually paid by the taxpayer to the holder of the 
interest in the property that constitutes a sharing of current or future pro- 
duction or extraction of the timber, oil, gas or hard minerals from such 
property (irrespective of the method of payment or how such consider- 
ation is characterized, whether as a royalty, advance royalty, rental or 
otherwise) and consideration actually paid by the taxpayer for the right 
to enter the property and extract the timber, oil, gas or hard minerals (such 
as forest management fees, fire protection fees, reforestation or reclama- 
tion fees, road maintenance fees, etc.) for the taxable year at issue shall 
constitute the net annual rental rate. The net annual rental rate shall then 
be multiplied by eight (8) in accordance with Revenue and Taxation 
Code section 25130. Improvements shall not be included in the calcula- 
tion of a net annual rental rate, but are separately accounted for. (See 
California Code of Regulations, title 18, section 25130, subsection 
(b)(5).) 

EXAMPLE: On December 31 , 2000. a taxpayer engaged in the paper 
products business enters into a 50-year forest management agreement 
with a government entity to commence January 1, 2001 , that allows it to 
extract 100,000 cords of timber per year from forests owned by that gov- 
ernment entity. In exchange for the right to enter the government's land 
and extract timber, the taxpayer agrees to pay a royalty fee of $ 1 0.00 per 
cord extracted, plus a $ 1 0,000 per year access fee, $ 1 0,000 tire protection 
fee for any fires caused by the taxpayer, and an additional reforestation 
fee of 10 percent of the royalty fee paid. The forest management agree- 
ment also requires the taxpayer to make $1 million worth of improve- 
ments to an existing mill facility owned by the government entity. In tax- 
able year 200 1 , the taxpayer extracts 50.000 cords and does not cause any 
fires to occur. It also makes the $1 million in improvements to the exist- 
ing mill facility. The taxpayer therefore pays the government entity the 
$10,000 access fee, $500,000 in royalty fees ($10.00 per cord times 
50,000 cords), and an additional $50,000 for the reforestation fee (10 per- 
cent of the $500,000 royalty fee). Under these facts, the taxpayer is en- 
titled to claim $560,000 as the net annual rental rate. The taxpayer reports 
$4,480,000 ($560,000 multiplied by 8) for property factor purposes for 
this property for taxable year 2001. In addition, the taxpayer reports the 
$1 million in improvements in the property factor as property owned by 
the taxpayer in accordance with California Code of Regulations, title 18, 
section 25130, subsection (b)(5), for taxable year 2001. 

(D) Definitions. For purposes of subsection (b) the following defini- 
tions apply. 

1 . A "reasonable market rental rate" shall mean the rate at which a les- 
sor is willing to lease and a lessee is willing to pay in an open and compet- 
itive marketplace for the property. 

2. A "nominal rate" shall mean a token payment compared to a rental 
rate at which a lessor is willing to lease and a lessee is willing to pay in 
an open and competitive marketplace for the property. 

3. "Agreement" shall mean contract, lease or similar arrangement for 
the use of property. 

(c) Special Rules — Sales Factor. 



( 1 ) The following special rules are established in respect to the sales 
factor of the apportionment formula: 

(A) Where substantial amounts of gross receipts arise from an occa- 
sional sale of a fixed asset or other property held or used in the regular 
course of the taxpayer's trade or business, such gross receipts shall be ex- 
cluded from the sales factor. For example, gross receipts from the sale of 
a factory, patent, or affiliate's stock will be excluded if substantial. For 
purposes of this subsection, sales of assets to the same purchaser in a 
single year will be aggregated to determine if the combined gross receipts 
are substantial. 

1 . For purposes of this subsection, a sale is substantial if its exclusion 
results in a five percent or greater decrease in the sales factor denomina- 
tor of the taxpayer or, if the taxpayer is part of a combined reporting 
group, a five percent or greater decrease in the sales factor denominator 
of the group as a whole. 

2. For purposes of this subsection, a sale is occasional if the transaction 
is outside of the taxpayer's normal course of business and occurs infre- 
quently. 

(B) Insubstantial amounts of gross receipts arising from incidental or 
occasional transactions or activities may be excluded from the sales fac- 
tor unless such exclusion would materially affect the amount of income 
apportioned to this state. For example, the taxpayer ordinarily may in- 
clude or exclude from the sales factor gross receipts from such transac- 
tions as the sale of office furniture, business automobiles, etc. 

(C) Where the income producing activity in respect to business income 
from intangible personal property can be readily identified, such income 
is included in the denominator of the sales factor and, if the income pro- 
ducing activity occurs in this state, in the numerator of the sales factor as 
well. For example, usually the income producing activity can be readily 
identified in respect to interest income received on deferred payments on 
sales of tangible property (Regulation 25 134, sub. (a)(l )(A)) and income 
from the sale, licensing or other use of intangible personal property (Reg- 
ulation 25136, sub. (b)(4)). 

Where business income from intangible property cannot readily be at- 
tributed to any particular income producing activity of the taxpayer, such 
income cannot be assigned to the numerator of the sales factor for any 
state and shall be excluded from the denominator of the sales factor. For 
example, where business income in the form of dividends received on 
stock, royalties received on patents or copyrights, or interest received on 
bonds, debentures or government securities results from the mere hold- 
ing of the intangible personal property by the taxpayer, such dividends 
and interest shall be excluded from the denominator of the sales factor. 

(D) The numerator and denominator of the sales factor shall exclude 
interest and dividends from intangible assets held in connection with a 
treasury function of the taxpayer's unitary business as well as the gross 
receipts and overall net gains from the maturity, redemption, sale, ex- 
change or other disposition of such intangible assets. 

1 . "Treasury function" is the pooling, management, and investment of 
intangible assets for the purpose of satisfying the cash flow needs of the 
trade or business, such as providing liquidity for a taxpayer's business 
cycle, providing a reserve for business contingencies, business acquisi- 
tions, etc. A treasury function includes the use of futures contracts and 
options contracts to hedge foreign currency fluctuations. A treasury 
function does not include a taxpayer's trading function that engages in 
futures and option transactions for the purpose of hedging price risk of 
the products or commodities consumed, produced, or sold by the taxpay- 
er. A taxpayer principally engaged in the trade or business of purchasing 
and selling intangible assets of the type typically held in a taxpayer' s trea- 
sury function, such as a registered broker-dealer, is not performing a 
treasury function with respect to income so produced. 

2. This subsection shall not apply to entities that apportion their in- 
come under the rules of regulation 25137-4.2. 

3. This subsection is applicable to taxable years beginning on or after 
January 1,2007. 

(d) In cases deemed appropriate by the Franchise Tax Board it may 
elect to hear and decide petitions filed pursuant to Section 25 137 instead 
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of having this tunction performed by the staff. As a condition to having 
such petition considered by the Board, the petitioning taxpayer shall 
waive in writing the confidentiality provisions of Section 1 9.'i42 with re- 
spect to such petition and to any other facts which may be deemed rele- 
vant in making a determination. Consideration of said petitions by the 
Board shall be in open session at a regularly scheduled meeting. 
No 11.; Authority cited: Section 19.'^0.'^. Revenue and Taxation Code. Reference: 
Section 2.'^1.'^7. Revenue and Taxation Code. 

Hlstory 

1. New subsections (e) and (f) filed 1 i-I.S-74; effective thirtieth day thereafter 
(Register 74. No. 46). 

2. Repealer and new subsection (e)(6)(C) filed 1 1-10-76; effective thirtieth day 
thereafter ( Register 76. No. 46). 

.1 New subsection (g) filed 2-17-78; effective thirtieth day thereafter (Register 

7«. No. 7). 
4. New subsections ( i )-( n ) filed 7-7-82; effective thirtieth day thereafter (Register 

82. No. 28). 
.S. Editorial correction of subsections (i)-(n) filed 1 1-10-82 (Register 82, No. 46). 

6. Hditorial correction adding new sub.section (d), and renuinbering and amend- 
ment of former Section 25 1 .37(e)-(n ) to Sections 25137-1 through 25 1 37-7 and 
25137-10 filed .3-27-85; effective upon filing pursuant to Government Code 
Section 1 1.346.2(d) (Register 85, No. 13). 

7. Amendment of subsection (c)(1)(A) and new subsections (c)( l)(A)l.-2. filed 
1-. 30-2001; operative 1-1-2001 (Register 2001, No. 5). 

8. Hditorial correction in.serting proper operative date in Hlstory 7 (Resister2001 , 
No. 9). 

9. Amendment of section and Noth filed 1-28-2005; operative 2-27-2005 (Reg- 
ister 2005, No. 4). 

10. New subsections (c)(l)(D)-(c)(l)(D)3. filed 4-29-2008; operative 
.5-29-2008 (Register 2008. No. 18). 

§ 251 37-1 . Apportionment and Allocation of Partnership 
Income. 

(a) In General. When a taxpayer has an interest in a partnership as de- 
fined in Section 17008, Revenue and Taxation Code, the division of its 
distributive share of partnership items shall be determined in accordance 
with Chapter 10 of Part 10 of Division 2 of the Revenue and Taxation 
Code. The determination of the portion of such distributive share (consti- 
tuting business and nonbusiness income) which has its source in this state 
or which is includible in the taxpayer's business income subject to appor- 
tionment, shall be made in accordance with these regulations provided 
that the taxpayer, or the partnership, or both, have income from sources 
within and without this state. The taxpayer in computing net income for 
its income year shall include its distributive share of partnership items re- 
ferred to above for any partnership year ending within or with the taxpay- 
er's income year. 



The first step is to determine which portion of the taxpayer's income 
and its distributive share of the partnership items constitute "business in- 
come" and "nonbusiness income" under Section 2^120, Revenue and 
Taxation Code, and the regulations thereunder. The various items of non- 
business income are then directly allocated to specific states pursuant to 
the provision of Section 25124 to 25127, Revenue and Taxation Code. 
The taxpayer's distributive share of partnership business income is ap- 
portioned by the formula set forth in subsections (f) or (g), whichever is 
applicable. The sum of ( 1 ) the items of nonbusiness income directly allo- 
cated to this state, plus (2) the amount of business income attributed to 
this state is the portion of the taxpayer's entire net income which is sub- 
ject to tax. 

Income arising from transactions and activity in the regular course of 
the partnership's trade or business constitutes business income. Thus, a 
corporate-partner's distributive share of partnership business income 
constitutes business income to the corporate-partner, but the determina- 
tion of whether the partnership' s activities and the activities of the corpo- 
rate-partner constitutes a single trade or business or more than one trade 
or business turns on the facts in each case. If the partnership's activities 
and the taxpayer's activities constitute a unitary business under estab- 
lished standards, disregarding ownership requirements, the taxpayer's 
share of the partnership's trade or business shall be combined with the 
taxpayer's trade or business as constituting a single trade or business. 

EXAMPLE 1: 

Corporation A's distributive share of income in partnership P is 20*7^. 
Corporation A manufactures toys which are sold in the seven western 
states by partnership P. Corporation A's business income for the year was 
$1,000,000 and partnership P's business income for the same year was 
$800,000. The business income of Corporation A is $1,160,000 
($1,000,000 plus20% of $800,000). 

EXAMPLE 2: 

Corporation A's distributive share of income in partnership P is 90%. 
Partnership P manufactures toys of which approximately 30% are sold 
by Corporation A in the seven western states. The remainder is sold to 
outsiders by partnership P. In addition. Corporation A also sells other 
hnes of toys not manufactured by partnership P. Corporation A handles 
all financing, management, accounting, advertising, and purchasing 
functions for partnership P as well as for itself. Corporation A incurred 
a loss of $500,000 for the year but partnership P's income was 
$1 ,000,000. The business income of Corporation A is $400,000 (90% of 
$1,000,000 = $900,000 less the loss of $500,000). 
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When ihc activities of the partnership and the taxpayer do not consti- 
tute a unitary business under established standards, disregarding owner- 
ship requirements, the taxpayer's share of the partnership's trade or busi- 
ness shall be treated as a separate trade or business of the taxpayer. In 
such a case the taxpayer is engaged in two trades or businesses. 

liXAMFLE: 

Corporation A's distributive share of income in partnership P is 2Q9c. 
Corporation A manufactures and sells toys in the seven western states. 
Partnership P operates farms within and without this state. Corporation 
A's income for the year is $1,000,000 and partnership P"s income is 
$8()().()()() for the same year. Corporation A is engaged in two trades or 
businesses, and will be required to apportion its income of $1,000,000 
from its own operations to this state on the basis of a three factor appor- 
tionment formula. Partnership P would attribute part of its business in- 
come of $800,000 to this state on the basis of its own three factor appor- 
tionment formula. Accordingly, Corporation A would report 207c of the 
partnership income apportioned to this state plus a portion of its income 
from its toy manufacturing business. 

(b) Distributive Items of Nonbusiness Income. Partnership income 
from interest, dividends, rents, royalties or capital gains is nonbusiness 
income when such income does not constitute business income. The tax- 
payer's distributive share of such nonbusiness income shall be reported 
in the same manner as other nonbusiness income derived from other acti- 
vities of the taxpayer (see Sections 25123 to 25127, inclusive). 

(c) Business and Nonbusiness Income; Application of Definitions. 
The classification of income by the labels cu.stomarily given such as in- 
terest, dividends, rents, royalties, capital gains, etc., is of no aid in deter- 
mining whether partnership income is business or nonbusiness income. 
The gain or loss recognized on the sale of property, for example, may be 
business income or nonbusiness income depending upon the relation to 
the partnership's trade or business. Rules and examples for determining 
whether these types of income constitute business or nonbusiness income 
are set forth in Regulation 25 1 20(c) and are applicable to partnerships un- 
der this regulation. 

(d) Proration of Deductions. In most cases an allowable deduction of 
a partnership will be applicable only to the business income arising from 
a particular trade or business or to a particular item of nonbusiness in- 
come. In some cases an allowable deduction may be applicable to the 
business incomes of more than one trade or business and/or to several 
items of nonbusiness income. In such cases the deduction shall be pro- 
rated among such trades or businesses and such items of nonbusiness in- 
come in a manner which fairly distributes the deduction among the 
classes of income to which it is applicable. 

(e) Distributive Items of Expense. Any items of expense distributed to 
the taxpayer in accordance with Chapter 10 of Part 10 of Division 2 of 
the Revenue and Taxation Code, shall be taken into account in computing 
the taxpayer's business and nonbusiness income, to the extent allowable 
under the law and in accordance with these regulations as to determining 
their applicability to the taxpayer's business or nonbusiness income. 

(f) Apportionment of Business Income — Single Trade or Business. If 
the partnership's activities and the taxpayer's activities constitute a uni- 
tary business under established standards, disregarding ownersliip re- 
quirements, the business income of such single trade or business attribut- 
able to this state shall be determined by a three factor formula consisting 
of property, payroll and sales of the taxpayer and its share of the partner- 
ship's factors for any partnership year ending within or with the taxpay- 
er's income year as follows: 

( 1 ) Property Factor. In general the numerator and denominator of the 
property factor shall be determined as set forth in Regulations 25129 to 
25131, inclusive, and 25137(b). However, the following special rules 
shall apply: 

(A) A portion of the partnership's real and tangible personal property, 
both owned or rented and used during the income year in the regular 
course of such trade or business, to the extent of the taxpayer's interest 
in the partnership, shall be included in the denominator of the taxpayer's 



property factor. The value of such properly located in this state shall also 
be included in the numerator of the property factor. 

(B) The value of property which is rented or leased by the taxpayer to 
the partnership or vice versa shall, with respect to the taxpayer, be ex- 
cluded from the property factor of the partnership or eliminated to the ex- 
tent of the taxpayer's interest in the partnership, whatever the case may 
be, in order to avoid duplication. 

EXAMPLE 1 : 

Corporation A's interest in partnership P is 207f . Corporation A's dis- 
tributive share of partnership P's income is included in business income 
of Corporation A to be apportioned by formula. Corporation A owns a 
building (original cost of $100,000) which is rented to partnership P for 
$12,000 per year. Corporation A must include the original cost of 
$100,000 for the building in its property factor. Therefore, no portion of 
the value of the rented property will be reflected in the property factor of 
Corporation A. 

EXAMPLE 2: 

Same facts as in Example 1 except partnership P owns the building and 
rents it to Corporation A. Corporation A will include $20,000 (207f of 
$100,000) in its property factor because of its interest in partnership P. 
In addition. Corporation A will take into account $9,600 ($12,000 less 
20% thereof) of rental expense into its property factor in order to give 
weight in the property factor to the rented building u.sed in Corporation 
A's operation. Thus, the value of the building to be used in the property 
factor of Corporation A is $96,800 ($20,000 plus 8 x $9,600). 

(2) Payroll Factor. In general the numerator and denominator of the 
payroll factor shall be determined as set forth in Regulations 25 1 32 and 
25133. However, the following special rules shall apply: 

The partnership's payroll used to produce business income, shall be 
included in the denominator of the taxpayer's payroll factor to the extent 
of the taxpayer's interest in the partnership. The amount of any such pay- 
roll apphcable to this state shall also be included in the numerator of the 
taxpayer's payroll factor. 

EXAMPLE 1 : 

Corporation A's interest in partnership P is 20% and its distributive 
share of partnership P's income is included in business income of Corpo- 
ration A to be apportioned by formula. Corporation A's own payroll is 
$1,000,000 and the payroll ofpartnership Pis $800,000. Corporation A's 
total payroll for purposes of the payroll factor is $1 ,160,000 ($1 ,000,000 
plus 20% of $800,000). 

(3) Sales Factor. In general the numerator and denominator of the sales 
factor shall be determined as set forth in Regulations 25 1 34 to 25 1 36. in- 
clusive, and 25137(c). However, the following special rules shall apply: 

(A) The partnership's sales which give rise to business income, shall 
be included in the denominator of the taxpayer' s sales factor to the extent 
of the taxpayer's interest in the partnership. The amount of such sales at- 
tributable to this state shall also be included in the numerator of the tax- 
payer's sales factor. Intercompany sales between the partnership and the 
taxpayer shall be eliminated from the denominator and numerator of the 
taxpayer's sales factor as follows: 

(i) Sales by the taxpayer to the partnership to the extent of the taxpay- 
er's interest in the partnership. 

(ii) Sales by the partnership to the taxpayer not to exceed the taxpay- 
er's interest in all partnership sales. 

(B) Notwithstanding any intercompany eliminations described in sub- 
paragraph (A) above, sales made to nonpartners shall be included in the 
denominator of the taxpayer' s sales factor in an amount equal to such tax- 
payer's interest in the partnership. 

(C) Application of the above rules are illustrated by the following ex- 
amples: 

EXAMPLE 1 : 

Corporation A's interest in partnership P is 20%. and its distributive 
share ofpartnership P's income is included in business income of Corpo- 
ration A to be apportioned by formula. Corporation A's sales were 
$20,000,000 for the year, $5,000,000 of which were made to partnership 
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P. Partnership P made sales of $ 1 0,000,000 during the same year, none 
of which were to Corporation A or other partners. 

ThedenominatorofCorporation A' s sales factor is $2 1,000,000 deter- 
mined as follows: 

Sales by Corporation A $20,000,000 

Add: Corporalion A's interest 

(2()Vf ) in Partnership P"s sales $2,000,000 

Less: Corporation A's interest 

(20Vf ) in Corporation A's 

sales to Partnership P 1.000.000 1 .OOO.OOO 

Denominator of Sales Factor S2 1 .000.00 

EXAMPLE 2. 

The following facts are applicable to Examples 2(a) to (c), inclusive. 
Corporation A's interest in partnership P is 20% and Corporation B's in- 
terest is SO'/f . The distributive share of partnership income is included in 
business income of Corporation A and Corporation B, respectively. 

The sales made by Corporation A, Corporation B, and Partnership P 
are as follows: 

Corporation A $20,000,000 

Corporation B 60.000.000 

Partnership P: 

To Corporation A $2,000,000 

Corporation B 8.000.000 $10.000.000 

The denominator of Corporation A's sales factor is $20,000,000 deter- 
mined as follows: 

Sales by Corporation A $20,000,000 

Add: Corporation A's interest 

(207f) in Partnership P's 

sales $2,000,000 

Less: Partnership P's Sales 

Sales by Corporation A 2.000.000 =0:: 

Denominator of Corporation 
A's sales factor $20.000.000 

The denominator of Corporation B's sales factor is $60,000,000 deter- 
mined as follows: 

Sales by Corporation B $60,000,000 

Add: Coiporation B's interest 
(SO'/r) in Partnership P's 

sales $8,000,000 

Less: Partnership P's sales 

to Corporation B 8.000.000 -0- 

60.000.000 

The sales made by Corporation A, Corporation B. and Partnership P 
are as follows: 

Corporation A $20,000,000 

Corporation B 60,000,000 

Partnership P: 

To Corporation A $1,000,000 

To Corporation B 9.000.000 $10,000,000 

The denominator of Corporation A's sales factor is $2 1 ,000,000 deter- 
mined as follows: 

Sales by Corporation A $20,000,000 

Add: Corporation A's interest 

(207f) in Partnership P's 

sales $2,000,000 

Less: Partnership P's sales 

to Corporation A 1.000,000 1.000.000 

Denominator of Corporation A's 

sales factor $21.000.000 

The denominator of Corporation B's sales factor is $60,000,000 deter- 
mined as follows: 

Sales by Corporation B $60,000,000 

Add: Corporation B's interest 
(80%) in Partnership P's 

sales $8,000,000 

Less: Intercompany sales be- 
tween Partnership P and 

Corporation B* 8.000.000 -0- 

Denominator of Corporation B's 
sales factor $60.000.000 



The sales made by Corporation A, Corporation B, and Partnership P 
are as follows: 

Corporation A $20,000,000 

Corporation B 80.000.000 

Partnership P: 

To Corporation A $3,000,000 

To Corporation B 6.000,000 

To Corporation X 1 .000.000 $10,000,000 

The denominator of Corporation A's sales factor is $20,200,000 deter- 
mined as follows: 

Sales by Corporation A $20,000,000 

Add: Corporation A's interest 

in Partnership P's sales 

to Nonpartner X Corporation 

(20% X $L000,000) 200.000 

Corporation A's interest 

in Partnership P's sales 

to Partners 

(20% X $9.000,000) $1,800,000 

Less: Intercompany sales from 
Partnership P to 

Corporation A - 1 .800.000 -0- 

Denominator of Corporation A's 

sales factor $20.200.000 

The denominator of Corporation B's sales factor is $8 1 ,800,000 deter- 
mined as follows: 

Sales by Corporation B $80,000,000 

Add: Corporation B's interest 

in Partnership P's sales 

to Nonpartners x Corporation 

(80% x $1,000,000) 800,000 

Corporation B's interest 

in Partnership P's sales 

to Partners 

(80% X $9,000,000) $7,200,000 

Less: Intercompany sales from 
Partnership P to 

Corporation B 6.000.000 1.200.000 

Denominator of Corporation B's 

sales factor $82.000.000 



* Not to exceed taxpayer's interest in Partnership P's sales 

(4) Partnership Interest — Defined. A taxpayer's partnership interest 
for the purpose of computing the portion of the partnership's property, 
payroll and sales to be included in the taxpayer's property, payroll or 
sales factor shall be determined under Chapter 10 of Part 10 of Division 
2 of the Revenue and Taxation Code, and the regulations thereunder. 

(5) Common Accounting Period. If a partnership and a corporation are 
engaged in a unitary business and their accounting periods are different, 
if necessary, in order to avoid distortion, the income and factors of the 
partnership will be determined on the basis of the corporate partner's ac- 
counting period. 

(g) Apportionment of Business Income — Two or More Trades or 
Businesses. When the activities of the partnership and the taxpayer do not 
constitute a unitary business under established standards, disregarding 
ownership requirements, the taxpayer's share of the partnership's trade 
or business shall be treated as another trade or business of the taxpayer. 
The determination of the amount of the partnership's business income 
and the taxpayer's distributive share of that income attributable to 
sources within this .state shall be as follows: 

( 1 ) If the partnership derives business income from sources within and 
without this state, the amount of business income derived from sources 
within this state shall be determined on the basis of a three factor formula 
of property, payroll and sales. The factors shall be determined in accor- 
dance with the provisions of Sections 25129 to 25137, inclusive. Reve- 
nue and Taxation Code, and the regulations thereunder. After determin- 
ing the amount of business income attributable to this state by the three 
factor formula, the taxpayer's distributive share of such business income 
shall be reported as business income from a separate business by the tax- 
payer. That income when added to the taxpayer's other business income 



Page 494 



(4-1-90) 



Title 18 



Franchise Tax Board — Bank and Corporation Tax (After 12-31-54) 



§25137-1 



apportioned to this state and nonbusiness income allocable to this stale 
is the taxpayer's measure of tax for its income year. 

HXAMFLE: 

Corporation A's distributive share of income in partnership P is 207c. 
Partnership P derives income from sources within and without this state 
hut its business is unrelated to the business of Corporation A. Partnership 
P has business income of $500,000 for the year of which 40%- is appor- 
tioned to this state by its three factor formula of property, payroll and 
sales. Corporation A shall include in its measure of tax its income re- 
ceived from partnership P $40,000 ($500,000 x 40% x 209c). 

(2) If the partnership derives business income from sources entirely 
within this state, or entirely without this state, such income shall not be 
subject to formula apportionment. The taxpayer's distributive share of 
such business income attributable to this state (if any) shall be added to 
the taxpayer's other business income apportioned to this state plus non- 
business income, if any. allocable to this state, the total of which is the 
taxpayer's measure of tax for its income year. 

EXAMPLE 1: 

Corporation A's distributive share of income in Partnership P is 20%. 
The distributive share of P's business income is not an integral part of A's 
trade or business so as to he considered one business. Corporation A 
derives business income from sources within and without this state. Part- 
nership P is engaged in business wholly within this state. Corporation A's 
business income for the year is $5,000,000 of which 50% is apportioned 
to this state. Partnership P has a loss on its operation for the same year of 
$500,000. Corporation A's measure of tax is $2,400,000 ($5,000,000 x 
50% = $2,500,000 - $100,000 ($500,000 x 20%)). 

EXAMPLE 2: 

Same facts as in Example 1 except Partnership P operates its business 
wholly outside this state. Corporation A's measure of tax is $2,500,000 
($5,000,000 X 50%) as no portion of Partnership P's loss is attributable 
to this state. 

(h) Apportionment of Business Income — Long-Term Construction 
Contracts. If the partnership's activities and the taxpayer's activities con- 
stitute a unitary business under established standards, disregarding own- 
ership requirements, so as to constitute a single trade or business and the 
partnership is engaged in long-term construction contracts and has 
elected either the percentage of completion method of accounting, or the 
completed contract method of accounting, the distributive share of part- 
nership business income to be reported each year by the taxpayer shall 
be determined by reference to the preceding sections of this regulation 
where applicable and to the following subparagraphs regardless of 
whether the partnership's operations are carried on entirely within this 
state, entirely without this state, or partly within and partly without this 
state. 

( 1 ) Percentage of Completion Method. Under this method of account- 
ing for long-term contracts, the amount to be included each year as busi- 
ness income from each contract is the amount by which the gross contract 
price which corresponds to the percentage of the entire contract which 
has been completed during the income year exceeds all expenditures 
made during the income year in connection with the contract. In so doing 
account must be taken of the material and supplies on hand at the begin- 
ning and end of the income year for use in such contract. Each corporate 
partner is required to report its distributive share of income as set forth 
in these regulations. 

EXAMPLE: 

A construction partnership using the percentage of completion method 
of accounting for long-term contracts, entered into a long-term contract 
to build a structure for $9,000,000. The contract allowed three years for 
completion, and as of the end of the second partnership year the partner- 
ship's books of account, kept on the accrual method, disclosed the fol- 
lowing: 



Receipts E.xpc'nditiircs 

Knd of] St partnership year $2.500.()()0 S:.4()l).()()() 

Knd of 2nd partnership year 4,500.000 4.1 OO.OOO 

Totals S7.000.000 Sfn.'SOO.OOO 



In computing the above expenditures, consideration was given to ma- 
terial and supplies on hand at the beginning and end of each year. 

It was estimated that the contract was 30% completed at the end of the 
first year and 80% completed at the end of the second year. The amount 
of business income for the first partnership year is $300,000 (?0'/( of 
$9,000,000 or $2,700,000 less expenditures of $2,400,000). The amount 
of business income for the second partnership year is $400,000 (50'/( of 
$9,000,000 or $4,500,000 less expenditures of $4.1 OO.OOO). Each year 
the corporate-partners would report their respective distributive shares 
of business income from the contract. 

(2) Completed Contract Method. Under this method of accounting for 
long-term contracts, a special computation is required to apportion the 
distributive share of partnership income from each completed contract 
(see paragraph (6) of this regulation). Accordingly, all receipts and ex- 
penditures applicable to such contracts whether complete or incomplete 
as of the end of the income year are excluded from other types of business 
income, such as interest, rents, royalties, etc., which are apportioned by 
the regular three factor formula of property, payroll and sales (see sub- 
section (0 of this regulation). 

(3) Property Factor. The numerator and denominator of the property 
factor shall be determined as set forth in subsection (0(1) of this regula- 
tion subject to the following special rules. 

(A) The taxpayer's interest in the average value of the partnership's 
cost (including materials and labor) of construction in progress, to the ex- 
tent such costs exceed progress billings (accrued or received, depending 
on whether the partnership reports on the accrual or cash basis for keep- 
ing its accounts) shall be included in the denominator of the taxpayer's 
property factor. The value of any such property located in this state shall 
be included in the numerator of the taxpayer's property factor. 

EXAMPLE 1 : 

A partnership started a long-term construction project in this state on 
the first day of the partnership's year. By the end of the second partner- 
ship year its equity in the costs of production for such year is computed 
as follows: 

1st Year 2nd Year 

Beginning Ending Beginning Ending 

Construction Costs ' $1,000,000 

Progress Billings . 600.000 

Balance $400.000 $400.000 

Construction Costs — 

Total from Beginning of Project $5,000,000 

Progress Billings — 

Total from Beginning of Project 4.000.000 

Balance End of Year $1,000,000 

Balance Beginning of Year 400.00(0 

Total $1.400.000 

Average (1/2) $700.000 

Each corporate partner would include its respective share of $700,000 
in its property factor based on its interest in the partnership. 
Note: It may be necessary to use monthly averages if yearly averages do not prop- 
edy reflect the average value of the partnership's equity (see Section 25131 and 
the regulations thereunder). 

EXAMPLE 2: 

Same facts as in Example 1, except that progress billings exceeded 
construction costs. No value for the corporate-partner's interest in the 
construction project is shown in its property factor. 

(B) Rent paid for the use of equipment directly attributable to a particu- 
lar construction project is included in the corporate-partner's property 
factor at eight times the net annual rental rate to the extent of its partner- 
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ship interest even though such rental expense may be included in the cost 
of construction. 

(C) The taxpayer's interest in partnership property for property factor 
purposes is computed in the same manner regardless of the long-term 
contract method of accounting elected and is computed for each partner- 
ship year even though business income is computed separately under the 
completed contract method of accounting. 

(4) Payroll Factor. Tlie numerator and denominator of the payroll fac- 
tor shall be determined as set forth in subsection (f)(2) of this regulation 
subject to the following special rules: 

(A) Compensation paid employees which is attributable to a particular 
construction project is included in the payroll factor of the taxpayer to the 
extent of its partnership interest even though such compensation is in- 
cluded in the cost of construction. 

(B) Compensation paid employees who in the aggregate perform most 
of their services in a state to which their employer does not report such 
employees for unemployment tax purposes, shall nevertheless be attrib- 
uted to the state where the services are performed and shall be included 
in the numerator of the taxpayer's payroll factor to the extent of the tax- 
payer's interest in the partnership. 

EXAMPLE: 

A partnership engaged in a long-term contract in state X assigns sever- 
al key employees to that state to supervise the project. The partnership, 
for unemployment tax purposes continues to report these employees to 
state Y where the partnership's main office is located and where the em- 
ployees reside. For payroll factor purposes the compensation is included 
in the numerator for state X to the extent of the taxpayer's interest in the 
partnership. 

(C) The taxpayer's interest in the partnership payroll is computed in 
the same manner for all long-term contract methods of accounting and 
is computed for each partnership year even though under the completed 
contract method of accounting, business income is computed separately. 

(5) Sales Factor. The numerator and denominator of the sales factor 
shall be determined as set forth in subsection (f)(3) of this regulation sub- 
ject to the following special rules: 

(A) Gross receipts to the extent of the taxpayer's interest in the partner- 
ship derived from a construction contract are attributable to this state if 
the construction project is located in this state. If the construction project 
is located partly within and partly without this state, gross receipts attrib- 
utable to this state are based upon the ratio which construction costs for 
the project in this state for the year bears to the total of such construction 
costs for the entire project for the year. 

EXAMPLE: 

A partnership contracts to build a dam on a river at a point which lies 
half within this state and half within state X. During the first partnership 
year construction costs in this state are $2,000,000. Total construction 
costs for the project are $3,000,000 for the year. Gross receipts (progress 
billings) for the year are $2,400,000. Accordingly, gross receipts of 
$1,600,000 



( 



$2,000,000 
3,000,000 



= 66 2/3% X $2,400,000 



) 



are included in the numerator of the sales factor of the taxpayer to the ex- 
tent of its partnership interest. 

(B) If the percentage of completion method is used, the sales factor in- 
cludes only that portion of the gross contract price which corresponds to 
the percentage of the entire contract which was completed during the 
partnership year to the extent of the taxpayer's partnership interest. 

EXAMPLE: 

A construction partnership which had elected the percentage of com- 
pletion method of accounting entered into a long-term construction con- 
tract. At the end of its current year (the second since starting the project) 
it estimated that the project was 30% completed during the year. The bid 
price for the project was $9,000,000 and it had received $2,500,000 from 
progress billings as of the end of its current year. The amount of gross 



receipts for the current partnership year is $2,700,000 (30% of 
$9,000,000) regardless of whether the accrual method or the cash method 
for accounting for receipts and disbursements is used. The taxpayer will 
include a portion of such gross receipts in its sales factor to the extent of 
its partnership interest. 

(C) If the completed contract method of accounting is used, the sales 
factor includes a portion of the gross receipts (progress billings) received 
or accrued, whichever is applicable, during the partnership year attribut- 
able to each contract to the extent of the taxpayer's partnership interest. 

EXAMPLE 1: 

A construction partnership which had elected the completed contract 
method of accounting entered into a long-term construction contract. By 
the end of its current year (the second since starting the project) it had 
billed, and accrued on its books a total of $5,000,000 of which 
$2,000,000 had accrued in the first year the contract was undertaken, and 
$3,000,000 had accrued in the current (second) year. The amount of gross 
receipts for the current partnership year is $3,000,000. The taxpayer will 
include a portion of such gross receipts in its sales factor to the extent of 
its partnership interest. 

EXAMPLE 2: 

Same facts as in Example 1 except that the partnership keeps its hooks 
on the cash basis, and as of the end of its current year had received only 
$2,500,000 of the $3,000,000 billed during the current year. The amount 
of gross receipts for the current partnership year is $2,500,000. The tax- 
payer will include a portion of such gross receipts in its sales factor to the 
extent of its partnership interest. 

(D) The sales factor for each taxpayer except as noted above in sub- 
paragraphs (B ) and (C). is computed in the same manner regardless of the 
long-term contract method of accounting elected by the partnership and 
is computed for each partnership year even though business income is 
computed separately imder the completed contract method of account- 
ing. 

(6) Completed Contract Method — Special Computation. The com- 
pleted contract method of accounting requires that the reporting of in- 
come (or loss) be deferred until the year the construction contract is com- 
pleted and accepted. Accordingly, a separate computation is made for 
each such contract completed during the partnership year both within and 
without this state in order to determine the amount of distributive income 
which is attributable to sources within this state. 

The amount of distributive income (or loss) from each contract which 
is derived from sources within this state using the completed contract 
method of accounting is computed as follows: 

(A) In the partnership year the contract is completed the income (or 
loss) therefrom is computed and the taxpayer's distributive share deter- 
mined. 

(B) The taxpayer's distributive share of income (or loss) determined 
at (A) is apportioned to this state by the following method: 

(i) A fraction is determined for each year the contract was in progress. 
The numerator is the taxpayer's partnership interest in construction costs 
paid or accrued each year the contract was in progress. The denominator 
is the total of all such construction costs for the project to the extent of 
the taxpayer's interest in the partnership. 

(ii) Each percentage determined in (i) is multiplied by the taxpayer's 
apportionment formula percentage for that particular year as determined 
in subsection (f) and paragraphs (3), (4) and (5) above of this regulation. 

(iii) The product determined at (ii) for each year the contract was in 
progress is totaled. The taxpayer's distributive share of income (or loss) 
on the contract determined at (A) is multiplied by the total percentage. 
The resulting income (or loss) is the amount of business income from 
such contract from sources within this state. 

EXAMPLE: 

The A corporation, engaged in long-term construction contracts, was 
also a partner in a construction partnership which elected to use the com- 
pleted contract method of accounting for long-term contracts. The part- 
nership was engaged in one long-term contract (Contract M in state X). 
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During 1972 the partnership completed Contract M in state X at a profit 
of $900,000. The A corporation's distributive share of the profit is 
$300,000. The apportionment percentages of the taxpayer as determined 
in subsection (f) and paragraphs (3). (4) and {5) above of this regulation 
and the percentages of construction costs as determined in subparagraph 
(B) above for each year Contract M in state X was in progress are as fol- 
lows: 

1970 1971 1972 

Appcirtionmcnl perccntaecs 

(A Corporation) ^ 30% 2Q% 40% 

Percentages of eonstruction 
costs of rt)nlraet M each year 
to total construetion costs 
to the extent of A Corporation's 
interest in the partnership 207^ SO'/r ?>0% 

The A corporation's distributive share of partnership income from 
Contract M attributable to this state for 1 972 is $84,000 computed as fol- 
lows: 

1970 1971 1972 Total 

Apportionment Percentage ?0% 207r 40% 

Percent of Construction Costs 207r 50% 30% 100% 

Product 6.0{)7r 10.00% 12.00% 28% 

287r of S300.000 = $84,000 

(i) Apportionment of Business Income — Long-Term Construction 
Contracts. If the activities of the partnership and the taxpayer do not con- 
stitute a unitary business under established standards, disregarding own- 
ership requirements and the partnership is engaged in long-term con- 
struction contracts reporting income therefrom under the percentage of 
completion or completed contract method of accounting, the taxpayer's 
distributive share of partnership income (or loss) attributable to this state 
shall be determined as follows: 

( 1) When the partnership is engaged in a construction project entirely 
within this state, the determination of its business income shall be made 
in accordance with the method of accounting elected by the partnership 
for reporting income from long-term contracts and the taxpayer's dis- 
tributive share shall be reported as business income from sources within 
this state derived from a separate trade or business. 

(2) Where the partnership is engaged in construction both within and 
without this state, the determination of the amount of business income 
therefrom attributable to the taxpayer derived from sources within this 
state shall be made in accordance with the method of reporting for such 
long-term construction contract as elected by the partnership and as set 
forth in Section 25137-2 applicable to corporations engaged in long- 
term construction contracts, as if the partnership were a corporation. 

(3) Where the partnership is engaged in a construction project entirely 
without this state, the determination of the taxpayer's distributive share 
of such business income shall be made as though the taxpayer were en- 
gaged in a separate trade or business, no portion of which is carried on 
within this state. 

NOTE; Authority cited: Section 26422, Revenue and Taxation Code. Reference: 

Section 25137, Revenue and Taxation Code. 

History 

1. Editorial correction renumbering and amending former Section 25137(e) to 
Section 25137-1 filed 3-27-85; effective upon filing pursuant to Government 
Code Section 11346.2(d) (Register 85. No. 13). For prior history, see Registers 
76, No. 46 and 74. No. 46. 

§ 25137-2. Contractors — Apportionment of Income, 
Long-Term Contracts. 

(a) In General. When a taxpayer elects to use the percentage of com- 
pletion method of accounting, or the completed contract method of ac- 
counting for long-term contracts, as provided by Revenue and Taxation 
Code section 24673.2, and has income from sources both within and 
without this state, the amount of business income derived from sources 
within this state, including income from such long-term contracts, shall 
be determined pursuant to these regulations. In such cases, the first step 
is to determine which portion of the taxpayer's income constitutes "busi- 
ness income" and "nonbusiness income"' under Revenue and Taxation 
Code section 25 120 and the regulations thereunder. Nonbusiness income 



is directly allocated to specific states pursuant to the provisions ol" Rc\ c- 
nue and Taxation Code sections 25 1 24 to 25 1 27, inclusive. The btisiness 
income of the taxpayer is divided between or among the states in which 
the business is conducted pursuant to the properly, payroll, and sales ap- 
poilioninent factors set forth in this regulation. The sum of ( 1 ) the items 
of nonbusiness income directly allocated to this state, plus (2) the amount 
of business income attributable to this state constitutes the amount of the 
taxpayer's entire net income which is subject to tax. 

(b) Business and Nonbusiness Income. For definitions, rules and ex- 
amples for determining business and nonbusiness income, see California 
Code of Regulations, title 18, section 25120. 

(c) Methods of Accounting and Year of Inclusion. For general rules of 
accounting, definitions and methods of accounting for long-term con- 
struction contracts, see Revenue and Taxation Code sections 2465 1 and 
24673.2 and the regulations thereunder, relating to accounting rnethods 
and long-term contracts. 

(d) Apportionment of Business Income. 

( 1 ) In General. Under Revenue and Taxation Code section 25 1 28 busi- 
ness income is apportioned to this state by a three or four factor formula 
consisting of a property factor, a payroll factor and a single or double 
weighted sales factor, regardless of the method of accounting for long- 
term contracts elected by the taxpayer. In general. Revenue and Taxation 
Code section 25128 provided for the use of a three-factor formula by all 
apportioning taxpayers for years beginning prior to January 1. 1993. For 
years beginning on or after January 1, 1993, that section requires most 
taxpayers to use a four-factor formula: however, for taxpayers in speci- 
fied types of businesses, the three-factor formula continues to apply. The 
total of the property, payroll and sales percentages is divided by three or 
four, depending on whether a three or four factor formula is required, to 
determine the apportionment percentage. The apportionment percentage 
is then applied to business income to determine the amount apportioned 
to this state. 

(2) Percentage of Completion Method. The specific rules for deter- 
mining the amount of income to be included in business income when the 
percentage of completion method of long-term contract accounting is 
used are found in Treasury Regulations section 1.451-3(c) (See 26 
C.F.R. § 1.451-3(c)). In general, those rules provide that the amount of 
income from each contract to be included each year is determined by de- 
termining the percentage of the total contract completed during the tax- 
able year and applying that percentage to the total price, and then sub- 
tracting from the resulting amount the total expenditures made during the 
taxable year in connection with the contract. 

(3) Completed Contract Method. The specific rules for determining 
the amount of income to be included in business income when the com- 
pleted contract method of long-term contract accounting is used are 
found in Treasury Regulations section 1.451-3(d) (See 26 C.F.R. 
§ 1.451 -3(d)). In general, under this method of accounting business in- 
come derived from long-term contracts is reported for the taxable year 
in which the contract is finally completed and accepted. Therefore, a spe- 
cial computation that apportions the income using the apportionment 
percentages for the years in which the contract was performed is required 
to compute the amount of business income attributable to this slate from 
each completed contract. (See subsection (e) of this regulation.) Business 
income from all other activities not related to long term contracts subject 
to the completed contract method of accounting is then apportioned to 
this state using the regular three or four factor apportionment formula 
provided by Revenue and Taxation Code section 25 1 28. The apportion- 
ment percentages used for apportioning the income from other activities 
(income not attributable to completed long term contracts) is computed 
as provided in subsections (4), (5) and (6) of this regulation for each of 
the taxable years in which such other income is recognized. 

(4) Property Factor. In general the numerator and denominator of the 
property factor shall be determined as set forth in Revenue and Taxation 
Code sections 25129, 25130 and 25131 and the regulations thereunder. 
However, the following special rules are also applicable when either the 
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completed contract or percentage of completion method of long term 
contract accounting is used: 

(A) The average value of the taxpayer's cost (including materials and 
labor) of work, in progress, to the extent such costs exceed progress bill- 
ings (accrued or received depending on whether the taxpayer is on the ac- 
caial or cash basis for keeping its accounts) shall be included in the de- 
nominator of the property factor. The value of any such costs attributable 
to projects in this state shall be included in the numerator of the property 
factor. 

Example 1 : 

Taxpayer commenced building a ship in this state under a long-term 
contract as of the beginning of a gi ven year. By the end of its second tax- 
able year its equity in the costs of production to be reflected in the numer- 
ator and denominator of its property factor for such year is computed as 
follows: 

1st Year 2nd Year 

Beginning Ending Beginning Ending 

Project Costs $1,000,000 

Progress billings 600.000 

Balance 12/31-(1/1) S400.0()() $400.000 

Total project costs 

from beginning of project $5,000,000 

Total progress billings 

from beginning of project 4.000.000 

Balance f2/31 " 1,000,000 

Balance beginning of year 400,000 

Total ...". $1.400.000 

Average (1/2)— Value C'} 
used in property factor $700,000 

('■''■) It may be necessary to use monthly averages if yearly averages do not properly 
reflect the average value of the taxpayer's equity; see Revenue and Taxation 
Code section 25131 and the regulations thereunder. 

Example 2: 

Same facts as in Example 1, except that progress billings exceeded 
project costs. No value for the taxpayer's equity in the project is shown 
in the property factor. 

(B) Rent paid for the use of equipment directly attributable to a particu- 
lar project is included in the property factor at eight times the net annual 
rental rate even though such rental expense may be included in the cost 
of the project. 

(C) The property factor is computed in the same manner regardless of 
which long-term contract method of accounting the taxpayer has elected 
and is computed for each taxable year even though under the completed 
contract method of accounting, business income is computed separately 
(See subsection (e) of this regulation). 

(5) Payroll Factor. In general the numerator and denominator of the 
payroll factor shall be determined as set forth in Revenue and Taxation 
Code sections 25132 and 25133 and the regulations thereunder. Howev- 
er, the following special rules are also applicable when either the com- 
pleted contract or percentage of completion method of long term contract 
accounting is used: 

(A) Compensation paid employees which is attributable to a particular 
project is included in the payroll factor even though included in the cost 
of the project. 

(B) Compensation paid to employees engaged in performing services 
at a project site are attributed to the state in which the services are per- 
formed. Compensation paid all other employees is governed by Revenue 
and Taxation Code section 25133. 

Example: 

A taxpayer engaged in a long-term contract in state X assigns several 
key employees to that state to supervise the project. The taxpayer, for un- 
employment tax purposes reports these employees to state Y where the 
main office is maintained and where the employees reside. For payroll 
factor purposes, such compensation is assigned to the numerator of state 
X. 

(C) The payroll factor is computed in the same manner regardless of 
which long-term contract method of accounting the taxpayer has elected 
and is computed for each taxable year even though under the completed 



contract method of accounting, business income is computed separately 
(See subsection (e) of this regulation). 

(6) Sales Factor, hi general the numerator and denominator of the sales 
factor shall be determined as set forth in Revenue and Taxation Code sec- 
tions 25 1 34, 25 1 35 and 25 1 36 and the regulations thereunder. However, 
the following special rules are also apphcable: 

(A) Gross receipts derived from the performance of a contract are at- 
tributable to this state if the project is located in this state. If the project 
is located partly within and partly without this state, the gross receipts at- 
tributable to this state are based upon the ratio which costs for the project 
in this state incurred during the taxable year bears to the total of such costs 
for the entire project during the taxable year or any other method, such 
as engineering cost estimates, which will provide a reasonable apportion- 
ment. 

Example 1: 

A ship building project was undertaken in this state by a calendar year 
taxpayer, which had elected one of the long-term contract methods of ac- 
counting. The following gross receipts were derived from the contract 
during the three taxable years the contract was in progress. 

1st Year 2nd Year 3rd Year 

Gross Receipts SI. 000,000 S4.000.000 S3.000.000 

The gross receipts to be reflected in both the numerator and denomina- 
tor of the sales factor for each of the three years are the amounts shown. 

Example 2: 

A taxpayer contracts to build a dam on a river at a point, which lies half 
within this state and half within state X. During the taxpayer's first tax- 
able year construction costs in this state were $2,000,000. Total construc- 
tion costs for the project during the taxable year were $3,000,000. Gross 
receipts for the year were $2,400,000. Accordingly, gross receipts of 
$ 1 ,600,000 ($ 1 .600.000 = 66 2/3% X $2,400,000) are included in the nu- 
merator of the sales factor. 

(B) If the percentage of completion method is used, the sales factor in- 
cludes only that portion of the gross contract price, which corresponds 
to the percentage of the entire contract, which was completed during the 
taxable year. 

Example: 

A taxpayer which had elected the percentage of completion method of 
accounting entered into a long-term contract. At the end of its current 
taxable year (the first since starting the project) it estimated that the proj- 
ect was 30% completed. The bid price for the project was $9,000,000 and 
it had received $2,500,000 from progress billings as of the end of its cur- 
rent taxable year. The amount of gross receipts to be included in the sales 
factor for the current taxable year is $2,700,000 (30% of $9,000,000), re- 
gardless of whether the taxpayer uses the accrual method or the cash 
method for accounting for receipts and disbursements. 

(C) If the completed contract method of accounting is used, the sales 
factor includes the portion of the gross receipts received or accrued, 
whichever is applicable, during the taxable year attributable to each con- 
tract. 

Example 1: 

A taxpayer which had elected the completed contract method of ac- 
counting entered into a long-term contract. By the end of its current tax- 
able year (the second since starting the project) it had billed, and accrued 
on its books a total of $5,000,000 of which $2,000,000 had accrued in the 
first year the contract was undertaken, and $3,000,000 had accrued m the 
current (second) year. The amount of gross receipts to be included in the 
sales factor for the current taxable year is $3,000,000. 

Example 2: 

Same facts as in Example 1 except that the taxpayer keeps its books 
on the cash basis, and as of the end of its current taxable year had received 
only $2,500,000 of the $3,000,000 billed during the current year. The 
amount of gross receipts to be included in the sales factor for the current 
taxable year is $2,500,000. 

(D) The sales factor, except as noted above in subparagraphs (B) and 
(C) of this subsection (6), is computed in the same manner regardless of 
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which long-term contract method of accounting the taxpayer has elected 
and is computed for each taxable year even though under the completed 
contract method of accounting, business income is computed separately. 

(7) Apportionment Percentage. The apportionment percentage is de- 
termined under Revenue and Taxation Code section 2-'il28 using the 
property, payroll and sales factors determined as provided under subsec- 
tions (4). (3) and (b) above, except that when computing the fraction de- 
scribed in Revenue and Taxation Code section 25128, subdivision (a), 
for years beginning before January 1 . 1 993. the payroll factor, the proper- 
ty factor and the sales factor shall be weighted equally and the denomina- 
tor of the fraction described in Revenue and Taxation Code section 
25128. subdivision (a), shall be three. That percentage is then applied to 
business income to establish the amount apportioned to California. 

(e) Completed Contract Method — Special Computation. The com- 
pleted contract method of accounting requires that the reporting of in- 
come (or loss) be deferred until the year the project is completed and ac- 
cepted. Accordingly, a separate computation is made for each such 
contract completed during the taxable year, regardless of whether the 
project is located within or without this state, in order to determine the 
amount of income which is attributable to sources within this state. The 
amount of income from each contract completed during the taxable year 
apportioned to this state, plus other business income apportioned to this 
state by the applicable three or four factor formula, plus all nonbusiness 
income allocated to this state, is the measure of tax for the taxable year. 

The amount of income (or loss) from each contract which is derived 
from sources within this state using the completed contract method of ac- 
counting is used, is computed as follows: 

( 1 ) In the taxable year the contract is completed, the income (or loss) 
therefrom is determined. 

(2) The income (or loss) determined under subsection (e)(1) is appor- 
tioned to this state by the following method: 

(A) A fraction expressed as a percentage is determined for each tax- 
able year the contract was in progress. The numerator of the fraction is 
the amount of project costs paid or accrued each taxable year the contract 
was in progress and the denominator of the fraction is the total of all such 
costs accrued or paid for the entire project. 

(B) Each percentage determined in subsection (e)(2)(A) is multiplied 
by the apportionment formula percentage for that particular year as deter- 
mined in subsection (d)(7) of this regulation. 

(C) The products determined at subsection (e)(2)(B) for each taxable 
year the contract was in progress are totaled. The amount of total income 
(or loss) from the contract determined under subsection (e)(1) is multi- 
plied by the total percentage. The resulting income (or loss) is the amount 
of business income from such contract derived from sources within this 
state. 

Example 1: 

A taxpayer, not engaged in a "qualified business activity" as defined 
in California Code of Regulations, title 18. section 25128(b) using the 
completed contract method of accounting for long-term contracts is en- 
gaged in three long-term contracts; Contract L in this state. Contract M 
in state X and Contract N in state Y. In addition, it has other business in- 
come (less expenses) during the income year 1992 from interest, rents 
and short-term contracts amounting to $500,000, and nonbusiness in- 
come allocable to this state of $8,000. During 1 992 it completed Contract 
M in state X at a profit of $900,000. Contracts L in this state and N in state 
Y were not completed during the income year. The apportionment per- 
centages of the taxpayer as determined in subsection (d)(7) of this regula- 
tion and the percentages of contract costs as determined in subsection 
(e)(2) above for each year Contract M in state X was in progress are as 
follows: 

7990 1991 1992 

Apportionment percentages 

for this state 30% 20% 40% 

Percentage of project 

costs of Contract M each 

year to total project 

costs— (100%) 20% 50%) 30% 



The corporation's net income subject to tax in this state for 1992 is 
computed as follows: 

Business hicomc 

(excluding income from Contract M) S.SOO.OfU) 

Apportion 40% to this slate S2()().()00 

Add: Income from Contract M ='= 8252^)00 

Total business income derived 

from sources within this state 4.52, 000 

Add: Nonbusiness income allocated 

to this state S.OOO 

Net income subject to tax S46().0()() 

* Income from Contract M apportioned to this state: 

1990 1991 1992 Tokil 

Apportionment 

percentage 

for this state . . 30%. 20% 40% 

Percent of 

project costs . 20% .50% MV/c 1 {){)'/< 

Product 6.00% 10.00% 12.00% 2H'/f 

28% of $900,000 = $252,000. 

Example 2: 

Same facts as in Example 1 except that Contract L was started in 1 992 
in this state, the first year the taxpayer was subject to tax in this state. Con- 
tract L in this state and Contract N in state Y are incomplete in 1 992. The 
corporation's net income subject to tax in this state for 1992 is computed 
as follows: 
Business Income 

(excluding income from Contract M) $500.000 

Apportion 40% to this state 200,000 

Add: Income from Contract M * 108.000 

Total business income derived 

from sources within this state $308,000 

Add: Nonbusiness income allocated 

to this state 8,000 

Net income subject to lax S3 1 6.000 

* Income from Contract M apportioned to this state: 

7990 7997 7992 Total 

Apportionment 

percentage 

for this state . . . _0 _0 40% 

Percent of 

project costs . 20% 50% 30% 

Product ^ _0 12.0% 12.0% 

* 12% of $900,000 = $108,000. 

Note: The percentage of 12% used to determine the income derived from sources 
within this state reflects the fact that the corporation was not subject to tax in this 
state prior to 1992. 

Example 3: 

Same facts as in Example I except that the figures relate to Contract 
L in this state and 1 992 is the first year the corporation was taxable in 
another state (See Revenue and Taxation Code sections 25 1 2 1 and 25 1 22 
and the regulations thereunder). Contracts M and N in states X and Y 
were started in 1992 and are incomplete. 

The corporation's net income subject to tax in this state for 1992 is 
computed as follows: 
Business Income 

(excluding income from Contract L) $500.000 

Apportion 40% to this state $200,000 

Add: Income from Contract L=-' 738.000 

Total business income derived 

from sources within this state $938,000 

Add: Nonbusiness income allocated 

to this state . 8.()()() 

Net income subject to tax $946.000 

* Income from Contract L apportioned to this state: 

7990 7997 7992 Total 

Apportionment 

percentage 

for this state . 100% 100% 40% 

Percent of 

project costs . 20% 50% 30% 100% 

Product 20%) 50% 12% 82% 

82% of $900,000 = $738,000. 
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(f) Dissolution, Withdrawal or Cessation of Business. Except as noted 
in subsection (g) below, the income of a taxpayer which has elected either 
the percentage of completion or the completed contract method of ac- 
counting for long-term contracts and which ceases to do business, dis- 
solves or withdraws from this state during a taxable year shall be com- 
puted in accordance with Revenue and Taxation Code section 23 15 1. 1 . 

(g) Computation for Year of Withdrawal or Cessation of Busi- 
ness — Completed Contract Method. Use of the completed contract meth- 
od of accounting for long-term contracts requires that income derived 
from sources within this state from incomplete contracts in progress out- 
side this state on the date of withdrawal or cessation of business in this 
state be included in the measure of tax for the taxable year during which 
the corporation withdraws or ceases doing business in this state. 

( 1 ) The amount of income (or loss) from each such contract to be ap- 
portioned to this state by the apportionment method set forth in subsec- 
tion (e)(2) of this regulation shall be determined as if the percentage of 
completion method of accounting were used for all such contracts on the 
date of withdrawal or cessation of business as set forth in subsection 
(g)(2), below. 

(2) The amount of business income (or loss) for each such contract 
shall be the amount by which the gross contract price from each such con- 
tract which corresponds to the percentage of the entire contract which has 
been completed from the commencement thereof to the date of with- 
drawal or cessation of business exceeds all expenditures made during 
such period in connection with each such contract. In so doing, materials 
and supplies on hand for use in such contract at the beginning of such 
period must be added to expenditures for materials and supplies, and ma- 
terials and supplies intended for use in such contract, on hand at the end 
of such period, and must be subtracted from such expenditures. 

Example: 

A contractor qualified to do business in this state had elected the com- 
pleted contract method of accounting for long-term contracts. It was en- 
gaged in two long-term contracts; Contract L in this state was started in 
1991 and completed at a profit of $900,000 on 12/16/93. The taxpayer 
withdrew on 1 2/3 1/93. Contract M in state X was started in 1992 and was 
incomplete on 12/31/93. 

The apportionment percentages of the taxpayer as determined at sub- 
section (d) of this regulation, and percentages of project costs as deter- 
mined in subsection (e)(2) of this regulation, for each year for each con- 
tract are as follows: 

1991 1992 1993 Total 

Apportionment percentage 

for the state ^ 30% 20% 40% 

Percentage of project costs: 

Contract L. this state 20% 50% 30% 100%. 

Contract M. state X 10% 25% 35% 

The corporation had other business income (net of expenses) of 
$500,000 during 1992 and $300,000 during 1993. The gross contract 
price of Contract M (state X) was $1 ,000,000 and it was estimated to be 
35% completed on 12/31/93. Total expenditures to date for Contract M 
(state X) were $300,000 for the period ended 12/31/93. 

The measure of tax for the taxable year ended 12/31/93 (based upon 
measure of tax for taxable years 1992 and 1 993) is computed as follows: 

Taxable Year 1993 

Taxable Year Taxable Year 

1992 1993 

Business income $500,000 $300,000 

Apportionment percentage for 

this state 22% JOS 

Amount apportioned to this state $100,000 $120,000 

Add: Income from contracts: 

- L (this state) 252.000 

-- M (state X) 6.000 

Total Business Income derived 

from sources within this state . . $100.000 $378.000 

* Income from Contract L apportioned to this state: 



1991 1992 1993 Total 

Apportionment percentaees 30% 20% 40% 

Percentage of project costs 20yr 50% 30% 100% 

Product 6.07r 10.0% 12.0% 28% 

28% of $900,000 = $252,000 

'•'" Income from Contract M apportioned to this state: 

1991 1992 1993 Total 

Apportionment percentages 20%^ 40% 

Percentage of project costs _0 10% 25% 35% 

Product J 2.0% 10.0% 1 2.0% 

--- 12.0% of $50,000 = $6,000. 

=■=■•■■'■ Computation of apportionable income from Contract M 
based on percentage of completion method: 

Total Contract Price $1.000.000 

Estimated to be 35Vf completed $350,000 

Less: total expenditures to date 3()0.000 

Apportionable income $50.000 

(h) Reporting of Partnership Income. In the case of taxpayers which 
receive distributive shares of partnership income, see California Code of 
Regulations, title 18. section 25137-1. 

(i) This section is applicable to taxable years beginning on or after Jan- 
uary 1 , 2003. 

NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Sections 24673.2 and 25120-25137, Revenue and Taxation Code. 

History 

1 . Editorial correction renumbering and amending former Section 25 1 37(f)-i g) to 
Section 25137-2 filed .V27-85; effective upon filing pursuant to Government 
Code Section 1 1346.2(d) (Register 85, No. 13). For prior history, see Registers 
78, No. 7 and 74. No. 46. 

2. Amendment of section heading, section and Notk filed 1-21-2003; operative 
2-20-2003 (Register 2003. No. 4). 

§ 25137-3. Franchisors — Allocation and Apportionment of 
Income. 

(a) Definition. The term "business of franchising" means a trade or 
business which includes the granting of a license by the taxpayer (fran- 
chisor) of a trademark, trade name or service mark, to market or use a 
product or service under such trademark, trade name or service mark in 
accordance with methods and procedures prescribed by the taxpayer. 

(b) Apportionment of Business Income. Apportionment Factors. The 
property, payroll and sales factors of the apportionment formula for fran- 
chisors shall be computed pursuant to Sections 25128 through 25137 of 
the Revenue and Taxation Code and the regulations adopted pursuant 
thereto except as provided in this regulation. 

(1) Payroll Factor. For purposes of determining the numerator of the 
payroll factor, compensation paid to traveling employees regularly pro- 
viding administrative or advisory services at the franchisee's place of 
business shall be determined on the basis of the ratio which the time spent 
in performing .such services in this state bears to the total time spent in 
performing such services everywhere. 

(2) Sales Factor. For purposes of determining the numerator of the 
sales factor: 

(A) The following receipts shall be attributed to the state in which the 
franchisee's place of business is located provided the taxpayer is taxable 
in such state: 

(i) Fees received from the franchisee for national or regional advertis- 
ing placed by the franchisor. 

(ii) Fees received for providing administrative or advisory services. 

(iii) Fees received for site investigation, selection, and acquisition of 
a place of business, or potential place of business, of the franchisee, or 
potential franchisee. 

If the taxpayer is not taxable in the state in which the franchisee's place 
of business is, or would have been, located, the receipts shall be attributed 
to the state in which the principal office of the taxpayer's employee or 
employees performing such services is located, except that if such ser- 
vices are performed by an independent contractor the receipts shall be at- 
tributed to the state of the taxpayer's commercial domicile. 
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(B) Fees orroyaltiesreceivedfortheuseof the franchisor's trademark, NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 

trade name or service mark or the right to market a product or service Section 25137, Revenue and Taxation Code. 

shall be attributed to the state in which the franchisee's place of business History 

. . . 1 -.-.u * • . ui • u . . If. I . • .^ l.fcditonal correction renumbering and amendineiormer Section 25 1. 37(1) to Sec- 
ts located It the taxpayer is taxable in such state. If the taxpayer is not tax- ^^^^ ^5 1 37-3 filed .V27-85; effective upon filing pursuant to Govcmnient 

able in the state in which the franchisee's place of business is located, the Code Section 11 346.2(d) (Register 85, Nu. 13). For prior history, see Registers 

receipts shall be attributed to the state of the taxpayer's commercial do- 82, No. 46 and 82, No. 28. 

micile. 
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§ 251 37-4-1 . Banks and Financial 

Corporations — Allocation and Apportionment 
of Income — For Income Years Beginning 
Before January 1, 1996. 

(a) Definitions. 

( 1 ) "'Receipts" for sales factor purposes means gross income including 
net taxable gain on disposition of assets derived from transactions and ac- 
tivities in the regular course of the taxpayer's trade or business which 
produce business income. 

(2) "Participation loans" means joint loans by more than one bank to 
a common borrower. 

(3) "Business situs" shall be the place at which intangible personal 
property is employed as capital; or the place where the property is located 
if possession and control of the property is localized in connection with 
the taxpayer's business so that substantial use or value attaches to the 
property. 

(,b) Business and Nonbusiness Income. All income of banks and finan- 
cial corporations shall be "business income" unless the income arises 
from an investment or activity which is not a banking function. 

(c) Apportionment of Business Income. 

The property, payroll and sales factors of the apportionment formula 
for banks and financial corporations shall be computed pursuant to Sec- 
tions 25128 through 25137 of the Revenue and Taxation Code and the 
regulations adopted pursuant thereto except as provided in this regula- 
tion. 

( 1 ) Property Factor. 

(A) In General. 

(i) Owned intangible personal property shall be included at its tax basis 
for federal income tax purposes. Goodwill shall not be included in the 
property factor. 

(ii) Coin and currency shall be taken into account for property factor 
purposes. 

(B) The numerator of the property factor shall include, in addition to 
items otherwise assigned thereto, the following: 

(i) Coin and currency located in this state. 

(ii) Intangible personal property owned and used in the business deter- 
mined as follows: 

(I) Assets in the nature of loans (including federal funds sold and bank- 
er's acceptances) and installment obligations shall be attributed to this 
state if the office of the bank or financial corporation at which the custom- 
er applied for the loan is located in this state except in cases where the 
loan is recognized by appropriate banking regulatory authority as being 
made from and as an asset of an office located in another state, in which 
case it shall be attributed to the state where that office is located. For pur- 
poses of this subclause, the word "applied" means initial inquiry (includ- 
ing customer assistance in preparing the loan application) or submission 
of a completed loan application, whichever occurs first in time. 

(II) A participating bank's portion of a participation loan shall be at- 
tributed to this state if the office which enters into the participation is lo- 
cated in this state. 

(III) Loans initiated through solicitation by traveling loan officers 
shall be attributed to this state if the office out of which such officer oper- 
ates is located in this state except in cases where the loan is recognized 
by appropriate banking regulatory authority as being made from and as 
an asset of an office located in another state, in which case it shall be at- 
tributed to the state where that office is located. 

(IV) Bank credit card and travel and entertainment credit card receiv- 
ables shall be attributed to the state in which the credit card holder resides 
in the case of an individual or, if a corporation, to the state of the corpora- 
tion's commercial domicile, provided the taxpayer is taxable in such 
state. If the taxpayer is not taxable in the state of the individual card hold- 
er's residence or commercial domicile of the corporate card holder, such 
receivables shall be attributed to this state if the taxpayer's commercial 
domicile is in this state. 



(V) Investments of a bank in securities, the income from which consti- 
tutes business income, shall be attributed to its commercial domicile ex- 
cept that: 

a. Securities used to maintain reserves again.st deposits to meet federal 
and state reserve deposit requirements shall be attributed to each state 
based upon the ratio that total deposits in the state bear to total deposits 
everywhere. 

b. Securities owned by a bank but held by a state treasurer or other pub- 
lic official or pledged to secure public or trust funds deposited in such 
bank shall be attributed to the banking office at which such secured de- 
posit is maintained. 

(VI) Investments of a financial corporation in securities, the income 
from which consutules business income, shall be attributed to its com- 
mercial domicile unless the securiues have acquired a business situs else- 
where in which case they shall be attributed to the state of such situs. 

(iii) Where the taxpayer leases tangible personal property to another 
the entire cost of such property shall be attributed to the state of the tax- 
payer's commercial domicile unless the taxpayer establishes, or the 
Franchise Tax Board is able to establish the location of such property in 
another state or states for the entire year and the taxpayer is taxable in the 
state or states where the property is located. 

(2) Sales Factor. Numerator. The numerator of the sales factor shall in- 
clude, in addition to items otherwise assignable, the following: 

(A) Receipts from the lease or rental of tangible personal property 
shall be attributed to the state of the taxpayer's commercial domicile un- 
less the taxpayer or the Franchise Tax Board is able to establish the loca- 
tion of such property in another state or states for the entire year and the 
taxpayer is taxable in the state or states where the property is located. 

(B) Receipts from intangible personal property shall be included in the 
numerator as follows: 

(i) Interest and other receipts from assets in the nature of loans (includ- 
ing federal funds sold and banker's acceptances) and installment obliga- 
tions shall be attributed to this state if the office at which the customer 
applied for the loan is located in this state except in cases where the loan 
is recognized by appropriate banking regulatory authority as being made 
from and as an asset of an office located in another state, in which case 
it shall be attributed to the state where that office is located. For purposes 
of this clause, the word "applied" means initial inquiry (including cus- 
tomer assistance in preparing the loan application or submission of a 
completed loan applicadon) whichever occurs first in time. 

(ii) Interest income from a participafing bank's portion of participation 
loan shall be attributed to this state if the office which enters into the par- 
ticipation is located in this state. 

(iii) Interest income from loans solicited by traveling loan officers 
shall be attributed to this state if the office out of which such officer oper- 
ates is located in this state except in cases where the loan is recognized 
by appropriate banking regulatory authority as being made from and as 
an asset of an office located in another state, in which case it shall be at- 
tributed to the state where that office is located. 

(iv) Interest or service charges from bank, travel and entertainment 
credit card receivables and credit card holders' fees shall be attributed to 
the state in which the credit card holder resides in the case of an individual 
or, if a corporafion, to the state of the corporadon's commercial domicile, 
provided the taxpayer is taxable in such state. If the taxpayer is not tax- 
able in the state of the individual card holder's residence or commercial 
domicile of the corporate card holder, the receipts shall be attributed to 
the state of the taxpayer's commercial domicile. 

(v) Merchant discount income derived from bank and financial corpo- 
ration credit card holder transactions with a merchant shall be attributed 
to the state in which the merchant is located, provided the taxpayer is tax- 
able in such state. If the taxpayer is not taxable in the state in which the 
merchant is located, the merchant discount income shall be attributed to 
the state in which the taxpayer's commercial domicile is located. 
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(vi) Receipts for the performance of fiduciary services are attributable 
to this stale if the services are principally performed in this stale. 

(vii) Receipts from investments of a bank in securities, the income 
from which constitutes business income, shall be attributed to its com- 
mercial domicile except that: 

(I ) Receipts from securities used to maintain reserves against deposits 
to meet federal and slate reserve deposit requirements shall be attributed 
to each state based upon the ratio that total deposits in the state bear to 
total deposits everywhere. 

(II) Receipts from securities owned by a bank but held by a slate trea- 
surer or other public official or pledged to secure public or trust funds de- 
posited in such bank shall be attributed to the banking office at which 
such secured deposit is maintained. 

(viii) Receipts (fees or charges) from the issuance of travelers checks 
and money orders shall be attributed to the stale where the taxpayer's of- 
fice is located that issued the travelers checks. If the travelers checks are 
issued by an independent representative or agent of the taxpayer, the fol- 
lowing ailes apply: 

(I) If the taxpayer is taxable in the state in which the independent repre- 
sentative or agent issues the travelers checks or money orders, the re- 
ceipts (fees or charges) shall be attributed to that stale. 

(II) If the taxpayer is not taxable in the stale in which the independent 
representative or agent issues the travelers checks or money orders, the 
receipts (fees or charges) shall be attributed to the slate of commercial do- 
micile of the taxpayer. 

(ix) Receipts from investments of a financial corporation, the income 
from which constitutes business income, shall be attributed to its com- 
mercial domicile unless the securities have acquired a business situs else- 
where in which case they shall be attributed to the state of such situs. 

(d) This regulation applies to income years beginning on or after Janu- 
ary 1. 1973 and beginning before January 1, 1996. 
NOTH: Authority cited: Section 19303, Revenue and Taxation Code. Reference: 
Section 2.S137, Revenue and Taxation Code. 

History 

1 . Editorial correction renumbering and amending former Section 25137(j) to Sec- 
tion 25137-4 filed 3-27-85: effective upon filing pursuant to Government 
Code Section 1 1346.2(d) (Register 85, No. 13). For prior history, see Registers 
82, No. 46 and 82. No. 28. OK, 

2. Renumbering of Section 25137-4 to 25137-4-1, amendment of section head- 
ine, new subsection (d) and amendment of NoTi; filed 3-21-96; operative 
4^20-96 (Register 96, No. 12). 

§ 251 37-4.2. Banks and Financial 

Corporations — Allocation and Apportionment 
of Income. 

(a) In general. 

(1) Application. Except for a bank or financial corporation subject to 
the provisions of Regulation Section 25137-10. for income years begin- 
ning on or after January 1 , 1996, a bank or financial corporation whose 
income is taxable both within and without this slate shall allocate and ap- 
portion its net income as provided in section 25120 et seq., California 
Revenue and Taxation Code, and the regulations adopted pursuant there- 
to, except as provided herein. 

(2) Apportionment. All business income shall be apportioned to this 
state by multiplying such income by the apportionment percentage which 
is determined by adding the taxpayer's receipts factor, as described in 
subsection (c), property factor, as described in subsection (d), and payroll 
factor, as described in Sections 25132 and 25133 of the Revenue and 
Taxation Code and the regulations adopted pursuant thereto, together 
and dividing the sum by three. If one of the factors is missing, the remain- 
ing factors are added and the total is divided by the number of factors 
present. A factor is missing if both its numerator and denominator are 
zero; it is not missing merely because the numerator is zero. 

(3) Accounting for factors. Each factor shall be computed according 
to the method of accounti ng (cash or accrual ) used by the taxpayer for the 
income year. 

(4) Exception. If the allocation and apportionment provisions of this 
regulation do not fairly represent the extent of the taxpayer's business ac- 



tivity in this state, the taxpayer may petition for or the Franchise Tax 
Board may require, in respect to all orany part of the taxpayer's business 
activity, if reasonable: 

(A) Separate accounting; 

(B) The exclusion of any one or more of the factors; 

(C) The inclusion of one or more additional factors which will fairly 
represent the taxpayer's business activity in this state; or 

(D) The employment of any other method to effectuate an equitable 
allocation and apportionment of the taxpayer's income. 

(b) Definitions. As used in this regulation, unless the context otherwi.se 
requires: 

( 1 ) "Billing address" means the location indicated in the books and re- 
cords of the taxpayer on the first day of the income year (or on such later 
date in the income year when the customer relationship began) as the ad- 
dress where any notice, statement and/or bill relating to a customer's ac- 
count is mailed. 

(2 ) "Borrower or credit card holder located in this state" shall mean (A) 
a borrower, other than a credit card holder, that is engaged in a trade or 
business which maintains its commercial domicile in this state; and (B) 
a borrower that is not engaged in a trade or business or a credit card holder 
whose billing address is in this state. 

(3) "Commercial domicile" means; 

(A) the headquarters of the trade or business, that is, the place from 
which the trade or business is principally managed and directed, and 

(B) if a taxpayer is organized under the laws of a foreign country, or 
of the Commonwealth of Puerto Rico, or any territory or possession of 
the United States, such taxpayer's commercial domicile shall be deemed, 
for the purposes of this regulation, to be the state from which such taxpay- 
er's trade or business in the United States is principally managed and di- 
rected. It shall be presumed, subject to rebuttal, that the location from 
which the taxpayer's trade or business is principally managed and di- 
rected is the state of the United States to which the greatest number of its 
employees are regularly connected or out of which they are working, irre- 
spective of where the services of such employees are performed, as of the 
last day of the income year. 

(4) "Credit Card" means credit, travel or entertainment card. 

(5) "Credit card issuer's reimbursement fee" means the fee a taxpayer 
receives from a merchant's bank because one of the persons to whom the 
taxpayer has issued a credit card has charged merchandise or services to 
the credit card. 

(6) "Financial institution" includes both banks or financial corpora- 
tions. "Financial corporation" is defined in Regulation Section 23183. 

(7) "Loan" means any extension of credit resulting from direct negoti- 
ations between the taxpayer and its customer, and/or the purchase, in 
whole or in part, of such extension of credit from another person. Loans 
include participations, syndications, and leases treated as loans for feder- 
al income tax purposes. 

Loans shall not include: properties treated as loans under Section 595 
of the federal Internal Revenue Code; futures or forward contracts; op- 
tions; notional principal contracts such as swaps: credit card receivables, 
including purchased credit card relationships; non-interest bearing bal- 
ances due to depository institutions; cash items in the process of collec- 
tion; federal funds sold; securities purchased under agreements to resell; 
assets held in a trading account; securities; interests in a Real Estate Mort- 
gage Investment Conduit (REMIC). or other mortgage-backed or asset- 
backed security; and other similar items. 

(8) "Merchant discount" means the fee (or negotiated discount) 
charged to a merchant by the taxpayer for the privilege of participating 
in a program whereby a credit card is accepted in payment for merchan- 
dise or services sold to the card holder. 

(9) "Participation" means an extension of credit in which an undivided 
ownership interest is held on a pro rata basis in a single loan or pool of 
loans and related collateral. In a loan participation, the credit originator 
initially makes the loan and then subsequently resells all or a portion of 
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it lo Dther lenders. The participation may or may not be known to tiie bor- 
rower. 

( 10) "Person means an individual, estate, trust, partnership, corpora- 
tion and any other business entity. 

(11) "Principal base of operations" with respect to transportation prop- 
erty means the place of more or less permanent nature from which said 
property is regularly directed or controlled. With respect to an employee, 
the "base of operations" means the place of more or less permanent na- 
ture from which the employee regularly (A) starts his or her work and to 
which he or she customarily returns in order to receive instructions from 
his or her employer, or (B) communicates with his or her customers or 
other persons, or (C) performs any other functions necessary to the exer- 
cise of his or her trade or profession at some other point or points. 

(12) "Real property owned" and "tangible personal property owned" 
means real and tangible personal property, respectively, (A) on which the 
taxpayer may claim depreciation for federal income tax purposes, or (B) 
property to which the taxpayer holds legal title and on which no other per- 
son may claim depreciation for federal income tax purposes (or could 
claim depreciation if subject to federal income tax). Real and tangible 
personal property do not include coin, currency, or property acquired in 
lieu of or pursuant to a foreclosure. 

(13) "Regular place of business" means an office at which the taxpayer 
carries on its business in a regular and systematic manner and which is 
continuously maintained, occupied and used by employees of the taxpay- 
er. 

( 1 4) "Syndication" is an extension of credit in which two or more per- 
sons fund and each person is at risk only up to a specified percentage of 
the total extension of credit or up to a specified dollar amount. 

(15) "Transportation property" means vehicles and vessels capable of 
moving under their own power, such as aircraft, trains, water vessels and 
motor vehicles, as well as any equipment or containers attached lo such 
property, such as rolling stock, barges, trailers or the like. 

(c) Receipts factor. 

( 1 ) In general. The receipts factor shall include only those receipts de- 
scribed herein which give rise to business income and which are included 
in the computation of the apportionable income base. 

(2) Special rules. The receipts factor shall include: 

(A) Interest, dividends, net gains (but not less than zero) and other in- 
come from investment assets and activities and from trading assets and 
activities. Investment assets and activities and trading assets and activi- 
ties include but are not limited to: investment securities; trading account 
assets; federal funds; securities purchased and sold under agreements to 
resell or repurchase; options; future contracts; forward contracts; notion- 
al principal contracts such as swaps; equities; and foreign currency trans- 
actions. With respect to the investment and trading assets and activities 
described in subsections (B) and (C) of this subsection, the receipts factor 
shall include the amounts described in such subsections. 

(B) The amount by which interest from federal funds sold and securi- 
ties purchased under resale agreements exceeds interest expense on fed- 
eral funds purchased and securities sold under repurchase agreements. 

(C) The amount by which interest, dividends, gains and other income 
from trading assets and activities, including but not limited to assets and 
activities in the matched book, in the arbitrage book, and foreign curren- 
cy transactions, exceed amounts paid in lieu of interest, amounts paid in 
lieu of dividends and losses from such assets and activities. 

(D) Net gains from the sale of loans including income recorded under 
the coupon stripping rules of Section 1 268 of the Internal Revenue Code. 

(3) Numerator. Tlie numerator of the receipts factor includes: 

(A) Lease of real property. Receipts from the lease or rental of real 
property owned by the taxpayer if the property is located within this state 
or receipts from the sublease of real property if the property is located 
within this state. 

(B) Lease of tangible property. 

J. General. Except as described in subsecfjon 2. of this subsection, re- 
ceipts from the lease or rental of tangible personal property owned by the 



taxpayer if the property is located within this state when it is first placed 
in service by the lessee. 

2. Transportation property. Receipts from the lease or rental of trans- 
portation property owned by the taxpayer to the extent the property is 
used in this state. The extent to which an aircraft will be deemed to be 
used in this state and the amount ol" receipts that is to be included in the 
numerator of this state's receipts factor is determined by multiplying all 
the receipts from the lease or rental of the aircraft by a fraction, the nu- 
merator of which is the number of landings of the aircraft in this stale and 
the denominator of which is the total number of landings of the aircraft. 
If the extent of the use of any transportation property within this state can- 
not be determined, then the property will be deemed to be used wholly 
in the state in which the property has its principal base of operations. A 
motor vehicle will be deemed to be used wholly in the state in which it 
is registered. 

(C) Loans secured by real property. 

1 . General. Interest and fees or penalties in the nature of interest from 
loans secured by real property if the property is located within this state. 
If the property is located both within this state and one or more other 
states, the receipts described in this subsection are included in the numer- 
ator of the receipts factor if more than fifty percent of the fair market \ al- 
ue of the real property is located within this state. If more than fifty per- 
cent of the fair market value of the real property is not located within any 
one state, then the receipts described in this subsection (C) shall be in- 
cluded in the numerator of the receipts factor if the borrower is located 
in this state. 

2. Secured. A loan is secured by real property if, at the time the original 
loan agreement was made, fifty percent or more of the aggregate value 
of the collateral was real property. 

3. Location. The determination of whether the real property securing 
a loan is located within this state shall be made as of the time the original 
agreement was made and any and all subsequent substitutions of collater- 
al shall be disregarded. 

(D) Loans not secured by real property. Interest and fees or penalties 
in the nature of interest from loans not secured by real property if the bor- 
rower is located in this state. 

(E) Net gains from sale of loans. 

1. Real property. The amount of net gains (but not less than zero), in- 
cluding income recorded under the coupon stripping rules of Section 
1286 of the Internal Revenue Code, from the sale of loans .secured by real 
property included in the numerator is determined by multiplying such net 
gains by a fraction, the numerator of which is the amount included in the 
numerator of the receipts factor pursuant to subsection (C) of this subsec- 
tion (3) and the denominator of which is the total amount of interest and 
fees or penalties in the nature of interest from loans secured by real prop- 
erty. 

2. Other loans. The amount of net gains (but not less than zero) from 
the sale of loans not secured by real property included in the numerator 
is determined by multiplying such net gains by a fraction, the numerator 
of which is the amount included in the numerator of the receipts factor 
pursuant to subsection (D) of this subsection (3) and the denominator of 
which is the total amount of interest and fees or penalties in the nature of 
interest from loans not secured by real property. 

(F) Credit card receivables. Interest and fees or penalties in the nature 
of interest from credit card receivables and receipts from fees charged to 
card holders, such as annual fees, if the billing address of the card holder 
is in this state. 

(G) Sale of credit card receivables. Net gains (but not less than zero) 
from the sale of credit card receivables multiplied by a fraction, the nu- 
merator of which is the amount included in the numerator of the receipts 
factor pursuant to subsection (F) of this subsection (3) and the denomina- 
tor of which is the taxpayer's total amount of interest and fees or penalties 
in the nature of interest from credit card receivables and fees charged to 
card holders. 
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(H) Credit card issuer's reimbursement fee. All credit card issuer's re- 
imbursement fees multiplied by a fraction, the numerator of which is the 
amount included in the numerator of the receipts factor pursuant to sub- 
section (F) of this subsection (3) and the denominator of which is the tax- 
payer's total amount of interest and fees or penalties in the nature of inter- 
est from credit card receivables and fees charged to card holders. 

(I) Merchant discount. Receipts from merchant discount if the com- 
mercial domicile of the merchant is in this state. Such receipts shall be 
computed net of any card holder charge backs, but shall not be reduced 
by any interchange transaction fees or by any issuer's reimbursement 
fees paid to another for charges made by its card holders. 

(J) Loan servicing fees. 

1 . Real property loans. Loan servicing fees derived from loans secured 
by real property multiplied by a fraction, the numerator of which is the 
amount included in the numerator of the receipts factor pursuant to sub- 
section (C) of this subsection (3) and the denominator of which is the total 
amount of interest and fees or penalties in the nature of interest from loans 
secured by real property. 

2. Other loans. Loan servicing fees derived irom loans not secured by 
real property multiplied by a fraction, the numerator of which is the 
amount included in the numerator of the receipts factor pursuant to sub- 
section (D) of this subsection (3) and the denominator of which is the total 
amount of interest and fees or penalties in the nature of interest from loans 
not secured by real property. 

3. Third party servicing. In circumstances in which the taxpayer re- 
ceives loan servicing fees for servicing either the secured or the unse- 
cured loans of another, the numerator of the receipts factor shall include 
such fees if the borrower is located in this state. 

(K) Services. Receipts from services not otherwise apportioned under 
this section if the service is performed in this state. If the service is per- 
formed both within and without this state, the numerator of the receipts 
factor includes receipts from services not otherwise apportioned under 
this section, if a greater proportion of the income-producing activity is 
performed in this state based on cost of performance. See Section 25136 
of the Revenue and Taxation Code and the regulation adopted pursuant 
thereto. 

(L) Investment assets and activities and trading assets and activities. 

1. General. The numerator of the receipts factor includes interest, divi- 
dends, net gains (but not less than zero) and other income from invest- 
ment assets and activities and from trading assets and activities described 
in subsection (2) of this subsection (c) that are attributable to this state. 

a. Investment account. The amount of interest, dividends, net gains 
(but not less than zero) and other income from investment assets and acti- 
vities in the investment account to be attributed to this state and included 
in the numerator is determined by multiplying all such income from such 
assets and activities by a fraction, the numerator of which is the average 
value of such assets which are properly assigned to a regular place of 
business of the taxpayer within this state and the denominator of which 
is the average value of all such assets. 

b. Federal funds. The amount of interest from federal funds sold and 
purchased and from securities purchased under resale agreements and se- 
curities sold under repurchase agreements attributable to this state and in- 
cluded in the numerator is determined by multiplying the amount de- 
scribed in subsection (2)(B) of this subsection (c) from such funds and 
such securities by a fraction, the numerator of which is the average value 
of federal funds sold and securities purchased under agreements to resell 
which are properly assigned to a regular place of business of the taxpayer 
within this state and the denominator of which is the average value of all 
such funds and such securities. 

c. Trading assets and activities. The amount of interest, dividends, 
gains and other income from trading assets and activities, including but 
not limited to assets and activities in the matched book, in the arbitrage 
book and foreign currency transactions (but excluding amounts de- 
scribed in subsections a. or b. of this subsection 1.) attributable to this 
state and included in the numerator is determined by multiplying the 



amount described in subsection (2)(C) of this subsection (c) by a fraction, 
the numerator of which is the average value of such trading assets which 
are properly assigned to a regular place of business of the taxpayer within 
this state and the denominator of which is the average value of all such 
assets. 

d. Average value. For purposes of this subsection (L), average value 
shall be determined under the rules of Sections 25130 and 25131 of the 
Revenue and Taxation Code and the regulations adopted pursuant to 
those sections and Section 25 1 37 of the Revenue and Taxation Code, as 
modified by subsection (d)(2) herein. 

2. In lieu method. In lieu of using the method set forth in subsection 
I. of this subsection (L). the taxpayer may elect, or the Franchise Tax 
Board may require in order to fairly represent the business activity of the 
taxpayer in this state, the use of the method set forth in this subsection 2. 

a. Investment account. The amount of interest, dividends, net gains 
(but not less than zero) and other income from investment assets and acti- 
vities in the investment account to be attributed to this state and included 
in the numerator is determined by multiplying all such income from such 
assets and activities by a fraction, the numerator of which is the gross in- 
come from such as.sets and activities which are properly assigned to a reg- 
ular place of business of the taxpayer within this state and the denomina- 
tor of which is the gross income from all such assets and activities. 

b. Federal funds. The amount of interest from federal funds sold and 
purchased and from securities purchased under resale agreements and se- 
curities sold under repurchase agreements attributable to this state and in- 
cluded in the numerator is determined by multiplying the amount de- 
scribed in subsection (2)(B) of this subsection (c) from such funds and 
such securities by a fraction, the numerator of which is the gross income 
from such funds and such securities which are properly assigned to a reg- 
ular place of business of the taxpayer within this state and the denomina- 
tor of which is the gross income from all such funds and such securities. 

c. Trading assets and activities. The amount of interest, dividends, 
gains and other income from trading assets and activities, including but 
not limited to assets and activities in the matched book, in the arbitrage 
book and foreign currency transactions (but excluding amounts de- 
scribed in subsections a. or b. of this subsection 2.) attributable to this 
state and included in the numerator is determined by multiplying the 
amount described in subsection (2)(C) of subsection (c) by a fraction, the 
numerator of which is the gross income from such trading assets and acti- 
vities which are properly assigned to a regular place of business of the 
taxpayer within this state and the denominator of which is the gross in- 
come from all such assets and activities. 

3. Use of alternatives. If the taxpayer elects oris required by the Fran- 
chise Tax Board to use the method set forth in subsection 2. of this sub- 
section (L), it shall use this method on all subsequent returns unless the 
taxpayer receives prior permission from the Franchise Tax Board to use. 
or the Franchise Tax Board requires, a different method. 

4. Proof of proper assignment. The taxpayer shall have the burden of 
proving that an investment asset or activity or trading asset or activity 
was properly assigned to a regular place of business outside of this state 
by demonstrating that the day-to-day decisions regarding the asset or ac- 
tivity occurred at a regular place of business outside the state. Where the 
day-to-day decisions regarding an investment asset or activity or trading 
asset or activity occur at more than one regular place of business and one 
such regular place of business is in this state and one such regular place 
of business is outside this state, such asset or activity shall be considered 
to be located at the regular place of business of the taxpayer where the 
investment or trading policies or guidelines with respect to the asset or 
activity are established. Unless the taxpayer demonstrates to the con- 
trary, such policies and guidelines shall be presumed to be established at 
the commercial domicile of the taxpayer. 

(M) Other receipts. The numerator of the receipts factor includes all 
other receipts pursuant to the rules set forth in sections 25135 and 25136 
of the Revenue and Taxation Code and the regulations adopted pursuant 
to those sections and Section 25137 of the Revenue and Taxation Code. 
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(N) Tlirowback aile. All receipts which would be assigned under this 
section to a state in which the taxpayer is not taxable shall be included 
in the numerator of the receipts factor, if the taxpayer's commercial do- 
micile is in this state. 

(d) Property factor. 

( 1 ) General. The property factor, in addition to property included un- 
der Section 25 1 29 of the Revenue and Taxation Code and the regulations 
adopted pursuant to those sections and Section 25 137 of the Revenue and 
Taxation Code, shall include the average value of the taxpayer's loans 
and credit receivables located orused within and without this stateduring 
the income year. 

(2) Value of other property. 

(A) Loans. Loans are valued at their outstanding principal balance 
without regard to any reserve for bad debts. If a loan is charged-off in 
vv hole or in part for federal income tax purposes, the portion of the loan 
charged off is not outstanding. A specifically allocated reserve estab- 
lished pursuant to regulatory or financial accounting guidelines which is 
treated as charged-off for federal income tax purposes shall be treated as 
charged-off for purposes of this section. 

(B) Credit card receivables. Credit card receivables are valued at their 
outstanding principal balance without regard to any reserve for bad debts. 
If a credit card receivable is charged-off in whole or in part for federal 
income tax purposes, the portion of the receivable charged-off is not out- 
standing. 

(3) Numerator. 

(A) Real and tangible property. 

1. General. Except as described in subsection 2. of this subsection (A), 
real property and tangible personal property owned by or rented to the 
taxpayer is considered to be located within this state if it is physically lo- 
cated, situated or used within this state. 

2. Transportation property. Transportation property is included in the 
numerator of the property factor to the extent that the property is used in 
this state. The extent an aircraft will be deemed to be used in this state and 
the amount of value that is to be included in the numerator of this state's 
property factor is determined by multiplying the average value of the air- 
craft by a fraction, the numerator of which is the number of landings of 
the aircraft in this state and the denominator of which is the total number 
of landings of the aircraft everywhere. If the extent of the use of any trans- 
portation property within this .state cannot be determined, then the prop- 
erty will be deemed to be used wholly in the state in which the property 
has its principal base of operations. A motor vehicle will be deemed to 
be used wholly in the state in which it is registered. 

(B) Location of loans. 

La. A loan is considered to be located within this state if it is properly 
assigned to a regular place of business of the taxpayer within this state. 

b. A loan is properly assigned to the regular place of business with 
which it has a preponderance of substantive contacts. A loan assigned by 
the taxpayer to a regular place of business without the state shall be pre- 
sumed to have been properly assigned if- 

(i) the taxpayer has assigned, in the regular course of its business, such 
loan on its records to a regular place of business consistent with federal 
or state regulatory requirements; 

(ii) such assignment on its records is based upon substantive contacts 
of the loan to such regular place of business; and 

(iii) the taxpayer uses said records reflecting assignment of loans for 
the filing of all state and local tax returns for which an assignment of 
loans to a regular place of business is required. 

c. The presumption of proper assignment of a loan provided in subsec- 
tion (d)(3)(B) Lb. may be rebutted upon a showing by the Franchise Tax 
Board, supported by a preponderance of the evidence, that the preponder- 
ance of substantive contacts regarding such loan did not occur at the regu- 
lar place of business to which it was assigned on the taxpayer's records. 
When such presumption has been rebutted, the loan shall then be located 
within this state if: 

(i) the taxpayer had a regular place of business within this state at the 



time the loan was made, and 

(ii) the taxpayer fails to show, by a preponderance of the evidence, that 
the preponderance of substantive contacts regarding such loan did not oc- 
cur within this state. 

2. In the case of a loan which is assigned by the taxpayer to a place 
without this slate which is not a regular place of business, it shall he pre- 
sumed, subject to rebuttal by the taxpayer on a showing supported by the 
preponderance of evidence, that the preponderance of substantive con- 
tacts regarding the loan occurred within this state if, at the time the loan 
was made, the taxpayer's commercial domicile as defined by section 
(b)(3) was within this state. 

(C) 1. To determine the state in which the preponderance of substantive 
contacts relating to a loan have occurred, the facts and circumstances re- 
garding the loan at issue shall be reviewed on a case-by-case basis and 
consideration shall be given to such activities as the solicitation, investi- 
gation, negotiation, approval and administration of the loan. 

2. As used in this regulation: 

a. Solicitation. Solicitation is either active or passive. Active solicita- 
tion occurs when an employee of the taxpayer initiates the contact with 
the customer. Such activity is located at the regular place of business 
which the taxpayer's employee is regularly connected with or working 
out of, regardless of where the services of such employee were actually 
performed. Passive solicitation occurs when the customer initiates the 
contact with the taxpayer. If the customer's initial contact was not at a 
regular place of business of the taxpayer, the regular place of business, 
if any. where the passive solicitation occurred is determined by the facts 
in each case. 

b. Investigation. Investigation is the procedure whereby employees of 
the taxpayer determine the credit worthiness of the customer as well as 
the degree of risk involved in making a particular agreement. Such activ- 
ity is located at the regular place of business which the taxpayer's em- 
ployees are regularly connected with or working out of, regardless of 
where the services of such employees were actually performed. 

c. Negotiation. Negotiation is the procedure whereby employees of the 
taxpayer and its customer determine the terms of the agreement (e.g. , the 
amount, duration, interest rate, frequency of repayment, currency de- 
nomination and security required). Such activity is located at the regular 
place of business which the taxpayer's employees are regularly con- 
nected with or working out of, regardless of where the services of such 
employees were actually performed. 

d. Approval. Approval is the procedure whereby employees or the 
board of directors of the taxpayer make the final determination whether 
to enter into the agreement. Such activity is located at the regular place 
of business which the taxpayer's employees are regularly connected with 
or working out of, regardless of where the services of such employees 
were actually performed. If the board of directors makes the final deter- 
mination, such activity is located at the commercial domicile of the tax- 
payer. 

e. Administration. Administration is the process of managing the ac- 
count. This process includes bookkeeping, collecting the payments, cor- 
responding with the customer, reporting to management regarding the 
status of the agreement and proceeding against the borrower or the secu- 
rity interest if the borrower is in default. Such activity is located at the reg- 
ular place of business which oversees this activity. 

(D) Credit card receivables. For purposes of determining the location 
of credit card receivables, credit card receivables shall be treated as loans 
and shall be subject to the provisions of subsections (d)(3)(B) and 
(d)(3)(C). 

(E) Period of assignment of loans. A loan that has been properly as- 
signed to a state shall, absent any change of material fact, remain as- 
signed to said state for the length of the original term of the loan. Thereaf- 
ter, said loan may be properly assigned to another state if said loan has 
a preponderance of substantive contacts to a regular place of business 
there. 
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NOTH: Authority cited: Section 19.S03, Revenue and Taxation Code. Reference: 
Sections 25128, 25137, Revenue and Taxation Code. 

History 
1. New section filed 3-21-96: operative 4-20-96 (Register 96, No. 12). 

§ 25137-5. Commercial Fishing— Allocation and 
Apportionment of Income. 

(a) Definitions. 

( 1 ) The term "business of commercial fishing" means a trade or busi- 
ness which utilizes a ship or ships in the taking offish or the bringing of 
fish ashore for financial or pecuniary gain or profit. 

(2) A "port day" is a day or part of a day spent in port or on the seas 
while the vessel is "in operation." A "port day" begins at the tiine the ship 
enters an area within which a state (as defined in Section 25 1 20(f), Reve- 
nue and Taxation Code) asserts jurisdiction, including the assertion of ju- 
risdiction for fishing, and ends when the ship leaves such area. A "port 
day" does not include the time a ship is "out of .service." 

(3) A ship shall be considered "in operation" while engaged in prevoy- 
age and post-voyage activities as well as when it is searching for fish, 
fishing, or transporting fish. Prevoyage and post-voyage activities in- 
clude, but are not limited to. loading, unloading, refueling, or provision- 
ing the ship, or when the ship is being repaired (except for repairs in ship- 
yards, including drydocking). A ship shall commence being "in 
operation" for a voyage when it is manned with full crew and the vessel 
is ready for a fishing voyage. It ceases to be "in operation" after a voyage 
when the vessel is unloaded and cleaned, including the preparation of the 
fish wells to a fish-carrying condition. 

(4) A ship shall be "out of service" when it is not in operation. "Out 
of service" time includes, but is not limited to. time while a ship is idle 
between voyages, time for repairs in shipyards (including drydocking), 
and time after which a ship is seized by a foreign government and held 
under restraint pending disposition of charges alleging violation of such 
government's law. A ship is also considered out of service when it is in- 
voluntarily waiting to unload. 

(b) Apportionment of Business Income. The property, payroll and 
sales factors of the apportionment formula for a commercial fishing busi- 
ness shall be computed pursuant to Sections 25 ] 28 through 25 1 37 of the 
Revenue and Taxation Code and the regulations adopted pursuant there- 
to except as provided in this regulation. 

( 1 ) Property Factor. Numerator. A portion of the value of a ship and 
ship's equipment used in the business shall be attributed to this state 
based upon the ratio of the number of port days during which the ship was 
within this state to the total number of port days of the ship everywhere 
during the income year. 

(2) Payroll Factor. Numerator. A portion of the compensation paid to 
ship' s personnel and fishermen shall be attributed to this state based upon 
the raUo of the number of port days during which the ship was within the 
state to the total number of port days of the ship everywhere during the 
income year. 

(3) Sales Factor. Numerator. Receipts from the sale offish shall be at- 
tributed to this state based upon the ratio of the number of port days dur- 
ing which the ship was within this state to the total number of port days 
of the ship everywhere during the income year. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 

Section 25137, Revenue and Taxation Code. 

History 

1 . Editorial correction renumbering and amending former Section 25 137(1) to Sec- 
tion 25137-5 filed 3-27-85; effective upon filing pursuant to Government 
Code Section 1 1 346.2(d) (Register 85, No. 13). For prior history, see Registers 
82, No. 46 and 82, No. 28. 

§ 25137-6. Combined Reports Including Foreign Country 
Operations. 

NOTK: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 25137, Revenue and Taxation Code. 

History 

1. Editorial correction renumbering and amending former Section 25137(m) to 
Section 25137-6 filed 3-27-85; effective upon filing pursuant to Government 
Code Section 1 1 346.2 (d) (Register 85, No. 13). For prior history, see Registers 
82, No. 46 and 82, No. 28. 

[The next 



2. Change without regulatory effect renumbering former section 25 1 37-6 to sec- 
tion 25106.5-3 and amending subsection (e)( 1 ) and NOTi-; filed 2-14-95 pur- 
suant to section 100, title 1, California Code of Regulations; operative 3-13-95 
(Register 95, No. 7). 

§ 25137-7. Air Transportation Companies — Allocation and 
Apportionment of Income. 

(a) Definitions. 

( 1 ) The business of air transportafion includes the operation of sched- 
uled airlines, supplemental airlines and air taxis. 

(2) As used in this regulation, "certificated aircraft" means aircraft op- 
erated by an air carrier or foreign air carrier engaged in air transportation, 
as defined in subsecfions (3). (5). (10). (U), fl4), (15), (22), (23). (24), 
(25) and (26) of 49 USC 1301 , while there is in force a certificate or per- 
mit issued by the Civil Aeronautics Board of the United States, the De- 
partment of Transportation or its successor, or a certificate or permit is- 
sued by the California Public Utilities Commission, or its successor, 
authorizing such air carrier to engage in such transportation. 

(3) As used in this regulation, "air taxis" means aircraft used by an air 
carrier which does not utilize aircraft whose maximum certificated take- 
off weight as determined by the Federal Aviafion AdministraUon. is 
greater than 12.500 pounds in air transportation and which does not hold 
a certificate of public convenience and necessity or other economic au- 
thority issued by the Civil Aeronaufics Board of the United States, the 
Department of Transportation, or its successor, or by the California Pub- 
lic Utilities Commission, or its successor. 

(4) "The time in state" is the proportionate amount of time, both in the 
air and on the ground, that certificated aircraft have spent within the state 
during a representative period as compared to the total time in the repre- 
sentative period. 

(5) "Arrivals and departures" is the number of arrivals in and depar- 
tures from airports within the state of certificated aircraft during a repre- 
sentative period as compared to the total number of arrivals in and depar- 
tures from airports both within this state and elsewhere in the 
representative period. 

(6) "Ton-miles" means the product of a plane's tonnage and the miles 
traveled. 

(7) "Flight personnel" means the air crew aboard an aircraft assisting 
in the operation of the aircraft or the welfare of passengers while in the 
air. 

(8) "Rotables" means components or parts which are rotated between 
storage and operational use on aircraft. 

(b) Apportionment of Business Income. The property, payroll and 
sales factors of the apportionment formula for air transportation compan- 
ies shall be computed pursuant to Sections 25128 through 25137 of the 
Revenue and Taxation Code and the regulafions adopted pursuant there- 
to except as provided in this regulation. 

( 1 ) Property Factor. 

(A) In General. 

(i) The use of the taxpayer's owned or rented aircraft in an exchange 
program with another air carrier shall not constitute a rental or subrental, 
whichever the case may be, of such aircraft by the airline to the other par- 
ficipating airline. Such aircraft shall be accounted for in the property fac- 
tor of the taxpayer. 

(ii) Rotables, parts, and other expendables, including parts for use in 
contract overhaul work, shall be valued at cost. 

(B) Numerator. The value of aircraft assigned to this state shall be de- 
termined pursuant to Section 25101.3, Revenue and Taxation Code. 

(2) Payroll Factor — Numerator. In determining the numerator of the 
payroll factor, compensation paid to flight personnel shall be attributed 
to this state based upon the ratio that air and ground time spent in perform- 
ing services in this state bears to the total air and ground time spent in per- 
forming services everywhere by type of aircraft. Air time (block to block) 
by type of aircraft determined for the income year shall be used in com- 
puting flight personnel compensation attributable to this state. Ground 
time of flight personnel shall include the time required by such personnel 
to perform preflight and postflight activities pursuant to current em- 
page is 505.] 
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ploycr-cmployec union contracts and includes time on the ground at in- 
termediate stops on scheduled and nonscheduled flights for loading or 
unloading of passengers, freight, mail or other nonemergency purposes. 
Air and ground time of flight personnel utilized for training purposes to 
maintain proficiency shall also be included for purposes of the payroll 
factor. 

(3) Sales Factor — Numerator. 

(A) In determining the numerator of the revenue factor, revenue from 
hauling passengers, freight, mail and excess baggage shall be attributed 
to this state based upon: 

(i) the ratio which the air time of the taxpayer's aircraft spent in this 
state bears to the total air time (block to block) of such aircraft every- 
where, by type of aircraft weighted at 80 percent; and 

(ii) the ratio of arrivals and departures in this state to total arrivals and 
departures everywhere by type of aircraft weighted at 20 percent. Air 
time and arrivals and departures (excluding time and arrivals and depar- 
tures for flight training purposes) by type of aircraft shall be used in com- 
puting revenue attributable to this state derived from hauling passengers, 
freight, mail, and excess baggage. 

(B) If records of actual revenue by type of aircraft are not maintained, 
the total revenue shall be divided into passenger and freight (which shall 
include express, excess baggage and mail) revenue and allocated to air- 
craft type on the ratio of the revenue passenger ton-miles and revenue 
freight (which shall include express, excess baggage and mail) ton-miles 
of such type, respectively. Expressed as a formula the computation for 
each type of aircraft would be: 

Revenue Passenger Ton- Total Passenger Passenger 

Miles by Type X Revenue - Revenue 

Total Revenue Passenger by type 

Ton-Miles All Types 



Revenue Freight Ton- 

Miles by Type 
Total Revenue Freight 
Ton-Miles All Types 



Total Freight 
Revenue 



Freight 
Revenue 
by Type 



(c) Computation of Time Factor and Arrivals and Departures Factor. 

( 1 ) The property and revenue factors of the apportionment formula are 
based upon a time factor and an arrivals and departures factor. The pay- 
roll factor for flight personnel is based solely upon time. The statistics to 
be used in computing the time and arrivals and departures factors shall 
be the annual statistics of the taxpayer or statistics for representative peri- 
ods. 

(2) Annual statistics for the taxpayer's income year, if available, shall 
be used in determining the property, payroll and revenue factors of the 
apportionment formula. All other rules prescribed for property tax pur- 
poses for determining air and ground time and arrivals and departures 
shall be applicable except as otherwise provided. 

(3) If annual statistics are not available, statistics for representative pe- 
riods shall be used provided that permission to do so has been granted to 
the taxpayer by the Franchise Tax Board. In the event annual statistics are 
subsequently maintained on a regular basis, the taxpayer shall use such 
annual statistics in lieu of statistics from representative periods. 

(d) Representative Period. 
(1) In General. 

(A) The representative periods to be used in computing the property, 
payroll and revenue factors shall consist of the representative periods 
designated by the State Board of Equalization for the current property tax 
assessment year and the immediately preceding or succeeding property 
tax assessment year, as provided for herein, unless the Franchise Tax 
Board determines that alternative periods should be designated as repre- 
sentative periods in order to fairly reflect the taxpayer's activities within 
California. 

(B) The statistical data developed for representative periods desig- 
nated by the State Board of Equalization for property tax purposes shall 
be used in computing the percentage of the time factor and the arrivals 
and departures factor. The time factor and arrivals and departures factor 



shall be computed separately for each type of aircraft enumerated in sub- 
section (b). 

(C) The term "current property tax assessment year" shall be the prop- 
erty tax assessment year for which the State Board of Equalization desig- 
nates the representative period which falls within the taxpayer's current 
income year for California franchise tax purposes. In the case of an in- 
come year ending on February 28, it shall be the property tax assessment 
year for which the State Board of Equalization designates the representa- 
tive period, the major part of which falls within the taxpayer's current in- 
come year for California franchise tax purposes. For example, if the State 
Board of Equalization designates February 23 through March 1 of the 
current calendar year as the representative period for the next property 
tax assessment year (beginning July 1 . next), the "current property tax 
assessment year" shall be the property tax assessment year beginning 
July 1 , next with respect to the income year ended February 28 of the cur- 
rent calendar year. 

(2) Time Factor. 

(A) Scheduled Carriers, Scheduled and Nonscheduled Air Taxis. 

(i) Scheduled Operations, Scheduled Carriers. Scheduled and Non- 
scheduled Air Taxis. 

(I) The representative period shall consist of the representative periods 
designated by the State Board of Equalization for ( 1 ) the current property 
tax assessment year and (2) the succeeding property tax assessment year 
unless the taxpayer's income year for California franchise tax purposes 
ends on or after February 28. 

(II) If the taxpayer's fiscal year for California franchise tax purposes 
ends on or after February 28, the representative period shall consist of the 
representative periods designated by the State Board of Equalization for 
( 1 ) the current property tax assessment year and (2) the preceding proper- 
ty tax assessment year. 

(ii) Nonscheduled Operations, Scheduled Carriers and Scheduled Air 
Taxis. 

(I) The representative period shall consist of the representative periods 
designated by the State Board of Equalization for ( 1 ) the current property 
tax assessment year and (2) the preceding property tax assessment year 
unless the taxpayer's income year for California franchise tax purposes 
ends on or after July 3 1 . 

(II) Taxpayers whose income year ends on or after July 3 1 should con- 
tact the Franchise Tax Board for instructions as to the representative peri- 
od to be used. 

(B) Supplemental Carriers. The representative period shall be the 
same as stated in subsection (d)(2)(A)(ii). 

(3) Arrivals and Departures Factor. 

(A) Scheduled Carriers, Scheduled and Nonscheduled Air Taxis. 

(i) Carriers Reporting Departures to Civil Aeronautics Board or De- 
partment of Transportation. 

(I) The representative period shall consist of the representative period 
designated by the State Board of Equalization for ( 1 ) the current property 
tax assessment year and (2) the succeeding property tax assessment year 
unless the taxpayer's current income year ends on or after February 28. 

(II) In the case of taxpayers whose income year ends on or after Febru- 
ary 28, the representative period shall consist of the representative period 
designated by the State Board of Equalization for ( 1 ) the current property 
tax assessment year, and (2) the preceding property tax assessment year. 

(ii) Air Taxis Not Reporting Departures to Civil Aeronautics Board or 
Department of Transportation. 

(I) The representative period for scheduled operations of air taxis and 
operations of nonscheduled air taxis will be the same as stated in subsec- 
tion (d)(2)(A)(i). 

(II) The representative period for nonscheduled operations of sched- 
uled air taxis will be the same as stated in subsection (d)(2j(A)(ii). 

(B) Supplemental Carriers. 
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(i) Carriers Reporting Departures to Civil Aeronautics Board or De- 
partment of Transportation. The representative period shall be the same 
as stated in subsection (d)(3)(A)(i). 

(ii) Carriers Not Reporting Departures to Civil Aeronautics Board or 
Department of Transportation. The representative period shall be the 
same as stated in subsection (d)(2)(A)(ii). 

(e) Aircraft Type 

( 1 ) Piston-powered 

(2) Turboprop-powered 

(3) Helicopter 

(4) Turbojet and Turbofan-powered 

(A) Two engine 

(B) Three engine 

(C) Four engine 

(D) DC-8-60 series 

(E) Boeing 747 
(F)DC-IO and Lion 

NOTR: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Sections 25101.3 and 25137, Revenue and Taxation Code. 

History 

1. Editorial conection renumbering and amending former Section 25137(n) to 
Section 25137-7 filed 3-27-85; effective upon filing pursuant to Government 
Code Section 11346.2(d) (Register 85, No. 13). Forprior history, see Registers 
82, No. 46 and 82, No. 28. 



§ 25137-8. Motion Picture and Television Film Producers 
and Television Networks — Apportionment of 
Income. 

(a) This regulation applies to motion picture and television film pro- 
ducers, producers of television commercials, and to television networks. 
The provisions of this regulation shall also apply to independent televi- 
sion stations to the extent they are members of a chain of commonly 
owned stations all of which operate as network affiliates or all of which 
are unaffiliated with a network but which operate collecfi vely in purchas- 
ing properties for telecast or in marketing air time, or which operate as 
a producer. This regulation applies to income years beginning on and af- 
ter January 1, 1982. 

(b) Definitions. 

( 1 ) "Film" means the physical embodiment of a play, story or other lit- 
erary, commercial, educafion or artistic work; as a motion picture, video 
tape, disc or other similar medium, except that it does not include news 
or sports films produced for telecast. 

"Film" does not include video cassettes or discs intended for home 
viewing. 

(2) Each episode of a series of films produced for television shall con- 
stitute a separate film notwithstanding that the series relates to the same 
principal subject and is produced during one or more television seasons. 

(3) "Release date" means the date on which a film is placed in service. 
A film is placed in service when it is first telecast or exhibited to the pri- 
mary audience for which the film was created. Thus, a motion picture the- 
ater film is placed in service when it is first pubHcly exhibited for enter- 
tainment purposes and an educational film is placed in service when it is 
first exhibited for instructional purposes. Each episode of a television se- 
ries is placed in service when it is first telecast. A film is not placed in 
service merely because it is completed and therefore in a condition or 
state of readiness and availability for telecast or exhibition, or merely be- 
cause it is telecast or exhibited to prospective exhibitors, sponsors, or 
purchasers, or it is shown in a "sneak preview" before a select audience. 

(4) A "film" is deemed to be tangible personal property. 

(5) "Rent" shall include license fees for the exhibition or telecast of 
films. 

(6) "Tangible personal property" used in the business whether owned 
or rented, shall include but is not limited to sets, props, wardrobes, and 
other similar equipment. 

(7) A "subscriber" to a subscription television telecaster is the individ- 



ual residence or other outlet which is the ultimate recipient of the trans- 
mission. 

(8) "Telecast" means the transmission of an electronic signal by radio- 
waves or tnicrowaves or by wires, lines, coaxial cables, wave guides or 
other tangible conduits of communicafion. 

(c) Apportionment of Business Income. 

The property, payroll and sales factor of the apportionment fc^mula 
for Motion Picture and Television Film Producers and Television Net- 
works shall be computed pursuant to Sections 25128 through 25137 of 
the Revenue and Taxation Code and the regulation adopted pursuant 
thereto except as provided in tliis regulation. 

( 1 ) Property Factor. 

(A) In General. 

(i) In the case of rented studios, the net annual rental rate shall include 
only the amount of the basic or flat rental charge by the studio for the use 
of a stage and other permanent equipment such as sound recording equip- 
ment rented from other sources or from the studio not covered in the basic 
or flat rental charge and used for one week or longer (Even though rented 
on a day-to-day basis) shall be included. Lump-sum net rental payments 
for a period which encompasses more than a single income year shall be 
assigned ratably over the rental period. 

(ii) The value of the films shall: 

(1) be the original cost of producing the film as determined for federal 
income tax purposes, before any adjustment for federal credits which 
have not been claimed for state purposes, and 

(II) include talent salaries. 

(iii) The value of a film shall not be included in the property factor until 
its release date. 

(iv) Video cassettes and discs shall be included in the property factor 
at their inventory cost as shown in the taxpayer's books and records. 

(B) Denominator. 

(i) All real property and tangible property (other than films) whether 
owned or rented, which is used in the business, shall be included in the 
denominator. 

(ii) Films, other than films the cost of which is expensed for California 
tax purpose at the fime or production, shall be included in the property 
factor at original cost for twelve years beginning with the release date. 

(iii) Films for a topical nature including news or current event pro- 
grams, sporting events or interview shows, the cost of which is expensed 
for California tax purposes at the time of producfion, shall be included 
in the property factor at original cost for one year beginning with the re- 
lease date. 

(i v) All other films, other than those included in the denominator under 
clause (ii) or (iii) of this subparagraph, shall be aggregated and treated as 
a single film property which shall be included in the property factor. Such 
property shall be valued at eight times the gross receipts generated during 
the income year from the theater distribution, network television, televi- 
sion syndicafion, cable television, subscription and the markeUng of vid- 
eo cassettes and discs through licensing or direct selling, or similar re- 
ceipts, but in no event in an amount greater than the total original cost of 
such aggregated film property. 

(C) Numerator. 

(i) If tangible personal property (other than films) is located or used in 
this state for part of the income year, its value shall be determined by ap- 
plying the rafio which the number of days the property is located or used 
in this state bears to the total number of days such property was owned 
or rented during the income year. 

(ii) The total value of films that are included in the property factor un- 
der subparagraph (B) of paragraph (1) of this subsection shall be attrib- 
uted to this state in the same ratio in which the total California receipts 
from such films as determined in subparagraphs (A), (B) and (C) of para- 
graph (3) of this subsecfion pertaining to the sales factor bears to the total 
of such receipts everywhere. 

(2) Payroll Factor. 
(A) In General. 
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(i) The denominator shall include all compensation paid to employees 
during the income years, including talent salaries. Residual and profit 
participation payments constitute compensation paid to employees. 

(ii) The amount paid to a corporation for providing the services of an 
actor or director who is an employee of such corporation or for loaning 
the services of an actor or director who is under contract with such corpo- 
ration shall, if substantial, be included in the producer's payroll factor as 
if the amount paid was compensation paid to an employee of the produc- 
er. 

(B) Numerator. Compensation of employees in the production of a 
film on location shall be attributed to the state where the services are or 
were performed. Compensation of all other employees shall be governed 
by Regulations 25132 and 25133. 

(3) Sales Factor Numerator. The numerator shall include all gross re- 
ceipts for the taxpayer from sources within this state including the fol- 
lowing: 

(A) Gross receipts from films in release to theaters and television sta- 
tions located in this state. 

(B) Gross receipts from films in release to or by a television network 
for network telecast shall be attributed to this state in the ratio that the au- 
dience for such network stations (owned and affiliated) located in Cali- 
fornia bears to the total audience for all such network stations (owned and 
affiliated) everywhere. The audience shall be determined by rate card 
values published annually in the Television & Cable Factbook, Vol. I, 
"Stations Volume," Television Digest, Inc., Washington, D.C., if avail- 
able, or by other published market surveys, or if none is available, by pop- 
ulation data published by the U.S. Bureau of Census. 

(C) Gross receipts from films in release to subscription television tele- 
casters shall be attributed to this state in the ratio that the subscribers for 
such telecaster location in California bears to the total subscribers of such 
telecaster everywhere. If the number of subscribers cannot be determined 
accurately from records maintained by the taxpayer, the ratio shall be de- 
termined on the basis of the applicable year's statistics on subscribers 
published in Cable Vision, International Thompson Communication 
Inc., Denver, Colorado, if available, or by other published market sur- 
veys, or, if none is available, by population data published by the U.S. 
Bureau of the Census for all states in which the telecaster has subscribers. 

(D) Receipts from sales and rentals of video cassettes and discs shall 
be included in the sales factor as provided in Regulations 25135 and 
25136. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 25137, Revenue and Taxation Code. 

History 

1. New section filed 1-12-87; effective thirtieth day thereafter (Register 87, 

No. 3). 



§ 25137-9. Railroads — Allocation and Apportionment of 
Income. 

(a) Apportionment of Business Income. The property, payroll and 
sales factors of the apportionment formula for a railroad shall be com- 
puted pursuant to Section 25 1 28 through 25 1 37 of the Revenue and Tax- 
ation Code and the regulations adopted pursuant thereto (in Article 2.5 
of Group 17 of this subchapter) except as provided in this regulation. 

( 1 ) Property Factor 

(A) Definitions 

1 . "Original cost" is deemed to be the basis of the property for federal 
income tax purposes (prior to any federal income tax adjustments except 
for subsequent capital additions, improvements thereto or partial disposi- 
tions); or, if the property has no such basis, the valuation of such property 
as currently required for Interstate Commerce Commission purposes. If 
the original cost of property is unascertainable under the foregoing valua- 
tion standards, the property is included in the property factor at its fair 
market value as of the date of acquisition by the taxpayer (Reg. 
25130(a)(1)). 



2. "Rent" does not include the per diem and mileage charges paid by 
the taxpayer for the temporary use of railroad cars owned or operated by 
another railroad. 

3. A "locomotive-mile" is the movement of a locomotive (a self-pro- 
pelled unit of equipment designed solely for moving other equipment) a 
distance of one mile under its own power. 

4. A "car-mile" is a movement of a unit of car equipment a distance 
of one mile. 

(B) General — Railroad cars owned and operated by other railroads 
and temporarily used by the taxpayer in its business and for which a per 
diem or mileage charge is made are not included in the property factor 
as rented property. Railroad cars owned and operated by the taxpayer and 
temporarily used by other railroads in their business and for which a per 
diem charge is made by the taxpayer are included in the property factor 
of the taxpayer. 

(C) Numerator 

1 . In determining the numerator of the property factor, all property, ex- 
cept mobile or movable property such as passenger cars, freight cars, lo- 
comotives and freight containers which are located within and without 
this state during the income year, shall be included in the numerator of 
the property factor in accordance with Sections 25 1 29-25 131, California 
Revenue and Taxation Code, inclusive, and California Administrative 
Code, Title 18, Regulations Section 25129-25131, inclusive. 

2. Mobile or movable property such as passenger cars, freight cars, lo- 
comotives and freight containers which are located within and without 
this state during the income year shall be included in the numerator of the 
property factor in the ratio which "locomotive-miles" and "car-miles" 
in the state bear to the total everywhere. 

(2) Payroll Factor — Compensation paid to enginemen and trainmen or 
individuals engaged in similar activities, performing services on inter- 
state trains shall be included in the numerator of the payroll factor in the 
ratio which the compensation required to be reported to this state for 
withholding tax purposes under the provisions of 49 USC 1 1504 bears 
to the total compensation required to be reported to the Internal Revenue 
Service. 

(3) Receipts Factor 

(A) General — Per diem and mileage charges which are collected by 
the taxpayer shall be excluded from the receipts factor. 

(B) Numerator 

1 . The total revenue of the taxpayer in this state during the income year 
for the numerator of the revenue factor from hauling freight, mail and ex- 
press (except mail and express handled in passenger service) shall be at- 
tributable to this state as follows: 

(I) All receipts from shipments which both originate and terminate 
within this state; and 

(II) That portion of the receipts from each movement or shipment pass- 
ing through, into, or out of this state is determined by the ratio which the 
miles traveled by such movement or shipment on the lines of the taxpayer 
in this state bears to the total miles traveled by such movement or ship- 
ment on the lines of the taxpayer from point of origin to destination. 

2. The total revenue of the taxpayer in this state from the transportation 
of passengers shall include: 

(I) All receipts from the transportation of passengers (including mail 
and express handled in passenger service) which both originate and ter- 
minate within this state; and 

(II) That portion of the receipts from the transportation of interstate 
passengers (including mail and express handled in passenger service) de- 
termined by the ratio which the miles traveled by such transportation on 
the lines of the taxpayer in this state bears to the total miles traveled in 
such transportation on the lines of the taxpayer from point of origin to 
destination. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 25137, Revenue and Taxation Code. 

History 
1. New section filed 6-15-87; operative 7-15-87 (Register 87, No. 25). 



Page 507 



Register 96, Nos. 30-31; 8-2-96 



§ 25137-10 



BARCLAYS CALIFORNIA CODE OF REGULATIONS 



Title 18 



§ 251 37-1 0. Combination of General (Non-Financial) and 
Financial Corporations. 

(a) Application. 

(1) The income of a unitary business which is conducted by two or 
more entities, one or more of which would be classified as a bank or fi- 
nancial corporation and one or more of which would be classified as a 
general corporation for purposes of the Revenue and Taxation Code, sec- 
tions 23001, et seq., whose predominant activity is other than financial 
activity, shall be allocated and apportioned pursuant to this regulation for 
income years beginning on or after January 1, 1989. 

(2) A unitary business subject to this regulation normally consists of 
a parent corporation engaged by itself, or with or through a subsidiary or 
subsidiaries, in a mining, manufacturing, mercantile or service business 
which forms a unitary subsidiary or subsidiaries to perform financial 
functions which are ancillary to the parent's business. 

EXAMPLES: 

1. A corporation engaged in the operation of a department store esta- 
blishes a unitary subsidiary to hold title to receivables arising from the 
extension of credit for the purchase of goods from the store. The unitary 
business is subject to the regulation. 

2. A manufacturer of consumer products establishes a unitary subsid- 
iary to provide financing to third-party marketers of its product and/or 
financing for the purchasers of such products from third parties. The uni- 
tary business is subject to the regulation. 

3. A bank forms a unitary subsidiary to hold title to its headquarters 
buildings and branch locations. The unitary business is not subject to the 
regulation. 

(b) Definitions. 

( 1 ) Bank or Financial Corporation. A "bank or financial corporation" 
is an entity whose tax, if it were doing business in California, would be 
determined pursuant to Revenue and Taxation Code sections 23 1 8 1 and 
23183. 

(2) Financial Activity. "Financial" activity is an activity involving the 
use of moneyed capital in activities which are in competition with and 
which are substantially similar to those which national banks are per- 
mitted to conduct. 

(3) General Corporation. A "general corporation" is a corporation 
whose tax, if it were doing business in California, would be determined 
pursuant to Revenue and Taxation Code section 23 1 5 1 . It is a corporation 
which is neither a bank nor a financial corporation. (See subsection 
(b)(1).) 

(4) Predominant Activity. An activity is predominant when its conduct 
gives rise to gross income which constitutes more than 50 percent of the 
unitary business' s gross income. The classification of a business as a gen- 
eral or financial business will not be changed based upon an occasional 
year in which its gross income from financial activities does or does not 
exceed the 50 percent level, as the case may be. 

(5) Receivables of General Corporations Arising From Financial Acti- 
vities. Receivables of general corporations arising from financial activi- 
ties are receivables arising from the sale of tangible property through the 
extension of credit which in the normal course can give rise to the receipt, 
payment, or accrual of interest or its equivalent including, but not limited 
to, charge account sales, credit card sales, installment sales, time pur- 
chases, floor financing and financing leases. Receivables of general cor- 
porations arising from financial activities do not include other intangible 
property such as cash or currency, deposits, investments of capital, 
whether short term or long term, patents, copyrights or other similar in- 
tangibles. 

EXAMPLES: 

1 . Goods are sold to a holder of a credit card. No interest is charged on 
the account if the balance is paid in full within 25 days of the billing date. 
Amounts unpaid at that time accrue interest at the rate of 1 percent per 
month. Ninety percent of the cardholders pay their accounts off within 
25 days of the billing date. All balances owing by the credit cardholders 
are receivables of a general corporation arising from a financial activity 
because interest may be received in the normal course. 



2. Goods are sold on terms net 30 days. No interest is charged for the 
thirty-day period nor on delinquencies in the normal course of business. 
The receivables are not a receivable of a general corporation arising from 
financial acdvity because no interest may be received in the normal 
course. 

(6) Retail Sale. Retail sale means a sale of tangible personal property 
for any purpose other than resale in the regular course of business. 

(7) Transferred Receivables. Transferred receivables are receivables 
of general corporations arising from financial acfivities which are trans- 
ferred, directly or indirectly, to a bank or financial corporation which is 
a member of the same unitary business. 

(c) Presumptions. 

(1) Exclusion of intangibles. Exclusion of intangibles from the appor- 
tionment formula when a bank or financial corporation is part of the uni- 
tary business gives rise to a strong presumpUon that the normal statutory 
provisions of the Uniform Division of Income for Tax Purposes Act 
(sees. 25 1 20 et seq., Cal. Rev. & Tax. Code) and the regulations adopted 
pursuant thereto do not fairly reflect activities in this state. 

(2) Bank or Financial Corporation Taxable in a State. Without other- 
wise limiting taxability, a bank or financial corporation is presumed to 
be in an agency relationship with an affiliate and taxable in this state 
when: 

(A) it holds transferred receivables which arose as the result of an 
application for credit being made to, or the extension of credit by, the af- 
filiate in this state, or 

(B) the affiliate makes, or receives collections upon, or in any other 
manner services, in this state, receivables transferred to, or of, the finan- 
cial corporation. 

(d) ApporUonment of Business Income. The business income of a uni- 
tary business subject to this regulation shall be apportioned pursuant to 
the apportionment formula as set forth in this regulation. 

( 1 ) Property factor. 

(A) Denominator. The denominator of the property factor shall in- 
clude: 

1 . the property of the general corporations required to be included pur- 
suant to section 25129 through section 25131 and section 25137 of the 
Revenue and Taxation Code and the regulations adopted pursuant there- 
to, plus 

2. the property of the banks or financial corporations required to be in- 
cluded pursuant to Regulafion Sections 25 137-4. 1(c)(1)(B) or 
25137-4.2(d)(l) and (2), to be determined based upon the income year, 
plus 

3. the receivables of the general corporations arising from financial ac- 
tivities to the extent not otherwise included pursuant to subsections 
(d)(l)(A)l.and2. 

(B) Numerator. 

1. In the case of a general corporation, the numerator of the property 
factor shall include: 

a. property assigned to this state pursuant to sections 25129 through 
25131 of the Revenue and Taxation Code, and the regulations adopted 
pursuant thereto, plus 

b. receivables arising from financial activities of a general corporation 
to the extent they arise from either a retail sale made from an outlet lo- 
cated in this state, whether or not owned by the taxpayer, or other than 
a retail sale made to a customer in this state, plus 

c. if the taxpayer is not taxable in the state where the sale, whether or 
not made by the taxpayer, which gave rise to the extension of credit is 
made, receivables arising from financial activities of the general corpora- 
tion if the office at which credit was first applied for is in this state. 

2. In the case of a bank or financial corporation, the numerator of the 
property factor shall include: 

a. the assets, other than transferred receivables, assigned to this state 
pursuant to Regulation Sections 25 137^. 1(c)(1)(B) or 25 137-4.2(d)(3), 
to be determined based upon the income year, plus 



• 



• 



Page 508 



Register 96, Nos. 30-31; 8-2-96 



Title 18 



Franchise Tax Board — Bank and Corporation Tax (After 12-31-54) 



§25137-10 



b. ifthe bank or financial corporation is taxable in this state, transferred 
receivables to the extent they would have been assigned to this state pur- 
suant to subsections (d)(] )(B)l.a., b. and c, if held by ageneral corpora- 
tion, plus 

c. if the commercial domicile of the bank or financial corporation is 
in this state, transferred receivables which, if held by a general corpora- 
tion, would have been assigned pursuant to subsections (d)(])(B)l.a., b. 
and c. to a state in which the bank or financial corporation was not tax- 
able. 

3. Ifthe records maintained by either the holder or by another corpora- 
lion which is a member of the same unitary business of receivables of 
general corporations arising from financial activities or transferred re- 
ceivables do not establish the location of the sale which gave rise to such 
receivables, then, ifthe holder is otherwise taxable in this state, such re- 
ceivables shall be assigned to this state based upon the ratio of sales in 
this state of the corporation making such sales to total sales of such corpo- 
ration, or any other method if established to be more reasonable. 

(C) Valuation of certain property included in the property factor. In- 
tangible personal property, coin and currency included in the property 
factor pursuant to subsections (d)(l)(A)2. and 3. shall, for purposes of 
both subsections (d)( 1 )( A) and (B ), be valued at 20 percent of its tax basis 
for federal income tax purposes. 

(2) Payroll factor. The payroll factor shall be computed pursuant to 
sections 25 1 32 and 25 1 33 of the Revenue and Taxation Code and the reg- 
ulations adopted pursuant thereto. 

(3) Sales factor. 

(A) Denominator. The denominator of the sales factor shall include the 
receipts required to be included pursuant to sections 25134 through 
25137 of the Revenue and Taxation Code and the regulations adopted 
pursuant thereto. 

(B) Numerator. 

1 . In the case of a general corporation, the numerator of the sales factor 
shall include: 



a. the items assigned to this state pursuant to sections 25134 through 
25137 of the Revenue and Taxation Code and the regulations adopted 
pursuant thereto, plus 

b. to the extent not assigned pursuant to subsection a., amounts real- 
ized with respect to receivables of general corporations arising from fi- 
nancial activity assigned to this state pursuant to subsections 
(d)(l)(B)l.a.,b. andc. 

2. In the case of a bank or financial corporation, the numerator of the 
sales factor shall include: 

a. receipts, other than receipts from transferred receivables, assigned 
to this state pursuant to Regulation Sections 25137-4. 1(c)(2) or 
25137-4.2(c)(3), to be determined based upon the income year, plus 

b. amounts realized with respect to transferred receivables assigned to 
this state pursuant to subsections (d)(l )(B)2.b. and c. 

(e) Exceptions. 

( 1 ) The Franchise Tax Board may permit or require the use of a method 
other than that provided for in this regulation if, in extraordinary circum- 
stances, the provisions of this regulation reach an unreasonable result. 

(2) Notwithstanding the provisions of this regulation, the Franchise 
Tax Board may reallocate items of income, expenses or apportionment 
factors between entities when it is necessary to fairly reflect the activities 
or contributions of such entities. 

(f) Example. Two non-financial corporations, A and B. conduct a uni- 
tary business with two financial corporations, C and D. The unitary busi- 
ness is one in which the non-financial activities predominate. A and B 
each have 50 percent of the general corporations' income and factors 
with A being located wholly inside California and B being located wholly 
outside of California. C and D each have 50 percent of the financial cor- 
porations' income and factors and have no office in California. Seventy- 
five percent of the receivables held by D are transferred receivables aris- 
ing from California sales made by A. A conducted the initial credit 
investigation and receives payments made to D on such accounts. 
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EVERYWHERE ACTIVITIES 



GENERAL CORPORATIONS 



BALANCE SHEET* 


12/31/88 


12/31/89 


Current Assets 






Cash $ 


250,000 


$ 260,000 


Marketable Securities 


60,000 


75,000 


Receivables — Customer 


750.000 


800,000 


Allowance for Doubtful 






Accounts 


-15,000 


-16.000 


Inventories 


450.000 


600.000 


Total Current Assets 


1.495.000 


1,719,000 


Investment in Subsidiaries 


360,000 


430,000 


Due from Parent 








Goodwill 


100,000 


100,000 


Property, Plant & Equipment 


920,000 


980.000 


Allowance for Depreciation 


-110,000 


-200.000 


Prepaid Expenses _ 


15.000 


13.000 


Total Assets i 


2.780.000 


$3,047,000 


*Financial Purposes 






Excerpts from Income Statement 




Sales 




$3,500,000 


Interest Income 






Business 




25.000 


Non-business 




10.000 


From Parent 






Dividends 






From Affiliates 




50,000 


Business 






Non-business 




10,000 


Interest Expense — to Subsidiaries 


10,000 


Other 


15,000 


Rent Expense 




30,000 


Payroll 




250.000 


Business Income Subject to 


1 Apportionment 


$ 135.000 



EINANCIAL 
12/31/88 

45,000 

75,000 

950,000 

-20.000 




1,050,000 



100,000 



40,000 

-6,000 

1.000 

$1.185.000 



CORPORATIONS 

12/31/89 

$ 48,000 

70,000 

980,000 

-25,000 




1,073,000 


150,000 



45,000 

-7,000 

2.000 

$1.263.000 



$290,000 
10,000 

15,000 



120,000 

15,000 

95.000 

$ 65.000 



BALANCE SHEET 12/31/88 


12/31/89 


Current Assets 




Cash $ 125,000 


$ 130,000 


Marketable Securities 30.000 


37,500 


Receivables — Customer 375,000 


400,000 


Allowance for Doubtful 




Accounts -7,500 


-8,000 


Inventories 225.000 


300.000 


Total Current Assets $ 747,500 


$ 859,500 


Investment in Unconsolidated 




Subsidiaries 180,000 


215,000 


Due from Parent 





Goodwill 50,000 


50,000 


Property, Plant & Equipment 460,000 


490,000 


Allowance for Depreciation -55,000 


-100,000 


Prepaid Expenses 7,500 


9.000 


Total Assets $1.390,000 


$1,523,500 


Sales 


$1,750,000 


Interest Income 




Rent Expense 


$ 15,000 


Payroll 


125,000 



CALIFORNIA ACTIVITIES 

12/31/88 



D 



12/31/89 







356,250 






367,500 


-7,500 



-9,500 



$ 348,750 


$ 358,000 



50,000 




$ 398.750 



75,000 




$ 433.000 




$108,750 
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CALCULATION OF APPORTIONMENT FACTORS AND 
INCOME ASSIGNED TO CALIFORNIA 





GENERAL 


CORPORATIONS 


Pi-operty Factor — 


12/31/88 


12/31/89 


Denominator 






Total Assets — per 






Balance Sheet 


$2,780,000 


$1,047,000 


Add 






Allowance for Doubtful 






Accounts 


15.000 


16,000 


Allowance for Depreciaiior 


1 110,000 


200,000 


Deduct 






Cash 


250,000 


260,000 


Marketable Securities 


60,000 


75.000 


Investment in Subsidiaries 


360,000 


430,000 


Intercompany Receivables 






Goodwill 


100,000 


100,000 


Prepaid Expenses 


15.000 


18,000 


Subsection (C) Adjustment 


600.000 


640.000 


Totals 


$1,520,000 


$1,740,000 


Add: Beginning Balance 




1,520,000 


Totals 




3,260,000 


Average (1/2) 




1,630,000 


Capitalized Rent 






(Rent Expense x 8) 




240.000 



FINANCIAL CORPORATIONS 



12/31/88 


12/31/89 


Combined 


$1,185,000 


$1,263,000 




20,000 
6,000 


25.000 
7,000 














100,000 



1,000 

856.000 


150,000 



2,000 

878.4000 




$ 254,000 


$ 264,600 

254,000 
518,600 

259,300 

120.000 





Total 



$1,870,000 



$379,300 



2,249,300 



Property Factor — Numerator 


A 




Total California Assets — 






Balance Sheet $1,390,000 


$1,523,500 


Add 






Allowance for Doubtful 






Accounts 


7,500 


8.000 


Allowance for Depreciation 


55,000 


100,000 


Deduct 






Cash 


125,000 


130,000 


Marketable Securities 


30.000 


37,500 


Investment in Subsidiaries 


180,000 


215,000 


Intercompany Receivables 






Goodwill 


50,000 


50,000 


Prepaid Expenses 


7,500 


9,000 


Subsection (C) Adjustment 


300.000 


320.000 


Total 


$760,000 


$870,000 


Add: Beginning Balance 




760,000 


Totals 




1,630,000 


Average (1/2) 




815,000 


Capitalized Rent 






(Rent Expense y 8) 




120,000 


Total 




935.000 



D 



Property Factor 

(Cal. Entity Total/Combined 

Everywhere Total) 41.5685% 

Payroll Factor Generals 

Payroll Denominator 250.000 

Payroll Numerator 125,000 



$398,750 



7,500 



50,000 



$433,000 



9,500 



75,000 



285.000 


294.000 




$71,250 


$73,500 

71,250 
144,750 

72,375 








72.375 


1,007,375 


3.2177% 




44.7862% 


'inancials 

95,000 






Combined 
345,000 
125,000 
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INCOME ASSIGNED TO CALIFORNIA 



GENERAL CORPORATIONS 



FINANCIAL CORPORATIONS 



Payroll Factor 
(Cal. Entity Total/Combined 
Everywhere Total) 

Receipts Factor 
Receipts Denominator 
Receipts Numerator 
Receipts Factor 
(Cal. Entity Total/Combined 
Everywhere Total) 

Total Ratios 
Average Ratio 
Combined Business Income 
Assignment to California 



36.2319% 


036.2319% 




3.525,000 
1 ,750,000 


290,000 
108,750 


3,815,000 
1,858,750 


45.8716% 


2.8506 % 


48.7222 % 


123.6720% 
41.2240% 

82,448 


6.0683 % 
2.0228 % 

4,045 


129.7403% 
43.2468 % 
200,000 
86.493 



* Applicable as stated on the face of the regulation and exempted from the provi- 
sions of Regulation section 25139. 

'''"'Assumes dividends are excluded from receipts factor pursuant to Regulation 
Section 25137(c)(1)(C). 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 25137, Revenue and Taxation Code. 

History 

1 . New section filed 8-27-90; operative 9-26-90 (Register 90, No. 42). For prior 
history, see Register 87, No. 7. 

2. Change without regulatory effect amending section filed 1 0-1 5-90 pursuant to 
section 100, title 1, California Code of Regulations (Register 91, No. 3). 

3. New subsection (d)(1)(C) and amendment of Calculations of Apportionment 
Factors and Income Assigned to Cahfornia table filed 2-21-92; operative 
3-23-92 (Register 92, No. 12). 

4. Change without regulatory effect amending subsections (d)(l)(A)2., 
(d)( l)(B)2.a. and (d)(3)(B)2.a. filed 8-1-96 pursuant to section 100, title 1, Cal- 
ifornia Code of Regulations (Register 96, No. 31). 

§ 251 37-1 1 . Allocation and Apportionment of Income of 
Trucking Companies. 

(a) In General. 

(1) When a trucking company has income from sources both within 
and without this state, the amount of business income from sources with- 
in this state shall be determined pursuant to this regulation. In such cases, 
the first step is to determine what portion of the trucking company's in- 
come constitutes "business" income and what portion constitutes "non- 
business" under Revenue and Taxation Code, Section 25120 and Title 
18, California Code of Regulations, Section 25 1 20. Nonbusiness income 
is directly allocable to this state pursuant to the provisions of Revenue 
and Taxation Code Sections 25123 through 25127, inclusive. Business 
income is apportioned to this state pursuant to the property, payroll and 
sales apportionment factors set forth in this regulation. The sum of the 
items of nonbusiness income directly allocated to this state plus the 
amount of business income attributable to this state constitutes the 
amount of the taxpayer's entire net income which is subject to tax in this 
state. 

(2) When a taxpayer, or an affiliate of a taxpayer, other than a trucking 
company conducts trucking activities and the apportionment factors di- 
rectly related to such activities are separately identified, such factor shall 
be assigned to the apportionment formula pursuant to subsection (c) 
herein. 

(3) When a trucking company employs property, other than mobile 
property as defined herein, for the transport of goods between states, such 
property, and the persormel which operate or maintain it during the 
course of such movement, shall be assigned to the numerator of the prop- 
erty and payroll factors respectively pursuant to Regulations 25137-7 
and 25137-9, in the circumstances of an air transport or railroad busi- 
ness, respectively, or Regulafions 25129 and 25133 otherwise. 

(4) This regulation shall be applicable to income years beginning on 
or after January 1, 1991. 

(b) Definitions. 



(1) As used in this regulation, the term "trucking company"means a 
motor common carrier, a motor contract carrier, or an express carrier 
which primarily transports tangible personal property of others by motor 
vehicle for compensation. 

(2) "Mobile property" means all motor vehicles, including trailers, en- 
gaged directly in the movement of tangible personal property. 

(3) A "mobile property mile" is the movement of a unit of mobile prop- 
erty a distance of one mile whether loaded or unloaded. 

(4) A "unit of mobile property" includes a tractor and/or trailer or trail- 
ers which are connected together for movement. 

(5) The "interstate ratio" is the ratio which the aggregate of the mobile 
property miles traveled in this state by units of mobile property which are 
located within more than a single state during the year bears to the aggre- 
gate of the total mobile property miles traveled by such property every- 
where during the year. 

Example: 

A taxpayer has 1 units of mobile property all of which operate in more 
than a single state during the year. One mobile property unit travels 40 
miles within this state and 60 miles out of this state for total miles of 100. 
The other nine units of mobile property travel a total of 50 miles each, 
none of which is in this state. The interstate ratio assigned to this state is 



40 



100 -h (9x50) 



550 



7.273% 



(c) Apportionment of business income. 

( 1 ) In general. The property factor shall be determined in accordance 
with Regulation Sections 25 1 29 to 25 1 3 1 , inclusive, the payroll factor in 
accordance with Regulation Sections 25132 to 25133, and the sales fac- 
tor in accordance with Regulation Sections 25134 to 25136, inclusive, 
except as modified by this regulation and by Regulation Section 25137. 

(2) Property factor. Numerator. 

(A) Mobile property, as defined in this regulation, which is located 
solely within this state during the income year shall be included in the nu- 
merator of the property factor. 

(B) Mobile property, as defined in this regulation, which is located 
within more than a single state during the income year shall be included 
in the numerator of the property factor on the basis of the interstate ratio. 

(3) Payroll factor. Numerator. 

(A) Compensation paid to personnel which operate or maintain mobile 
property for services performed solely within this state shall be assigned 
to this state. 

(B) Compensation paid to personnel which operate or maintain mobile 
property for services performed within more than a single state shall be 
assigned to this state on the basis of the interstate ratio. 

(4) Sales factor. Numerator from freight, mail and express. The total 
revenue of the taxpayer attributable to this state during the income year 
from hauling freight, mail, and express shall be the total of: 

(A) all receipts from any shipment which both originates and termi- 
nates within this state; and 
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(B) that portion of the receipts from movements or shipments whicii 
originate in one state and terminate in another state as determined on the 
basis of the interstate ratio. 

(d) Records. The taxpayer shall maintain the records necessary to 
identify mobile property which operate in more than a single state and to 
enumerate by slate the miles traveled by such mobile property as those 
terms are used in this regulation. Such records are subject to review by 
the Franchise Tax Board or its agents. 

(e) I)e minimis nexus standard. 

Notwithstanding any provision contained herein, this regulation shall 
not apply to require the apportionment of income to this state if the truck- 
ing company during the course of the income year neither: 

( 1 ) owns nor rents any real or personal property in this state, except 
mobile property which is operated within and without this state during 
the income year; nor 

(2) makes any pick-ups or deliveries within this state; nor 

(3) travels more than twenty-five thousand mobile property miles 
within this state; provided that the total mobile property miles traveled 
within this state during the income year does not exceed 3 percent of the 
total mobile property miles traveled in all states by the trucking company 
during that period; nor 

(4) makes more than 12 trips into this state. 

NOTE: Authority cited: Section 26422, Revenue and Taxation Code. Reference: 
Section 25137, Revenue and Taxation Code. 

History 
1. New section filed 12-6-91; operative 1-6-92 (Register 92, No. 9). 

§25137-12. Print Media. 

(a) In general. Except as specifically modified by this regulation, when 
a taxpayer in the business of publishing, selling, licensing or distributing 
newspapers, magazines, periodicals, trade journals or other printed mate- 
rial has income from sources both within and without this state, the 
amount of business income from sources within this state from such busi- 
ness activity shall be determined pursuant to sections 25120 through 
25137 of the Revenue and Taxation Code and the regulations adopted 
pursuant thereto. 

(b) Definitions. The following definitions are applicable to the terms 
contained in this regulation, unless the context clearly requires other- 
wise. 

(1) "Print or printed material" includes, without limitation, the physi- 
cal embodiment or printed version of any thought or expression includ- 
ing, without limitation, a play, story, article, column or other literary, 
commercial, educational, artistic or other written or printed work. The 
determination of whether an item is or consists of print or printed material 
shall be made without regard to its content. Printed material may take the 
form of a book, newspaper, magazine, periodical, trade journal or any 
other form of printed matter and may be contained on any medium or 
property. 

(2) "Purchaser" and "subscriber" mean the individual, residence, busi- 
ness or other outlet which is the ultimate or final recipient of the print or 
printed material. Neither of such terms shall mean or include a whole- 
saler or other distributor of print or printed material. 

(c) Apportionment of business income - sales factor numerator. The 
numerator of the sales factor shall include all gross receipts of the taxpay- 
er from sources within this state, including, but not limited to, the follow- 
ing: 

( 1 ) Gross receipts derived from the sale of tangible personal property, 
including printed materials, delivered or shipped to a purchaser or a sub- 
scriber in this state. 

(2) Except as provided in subsection (c)(3), gross receipts derived 
from advertising and the sale, rental or other use of the taxpayer's cus- 
tomer lists or any portion thereof shall be attributed to this state as deter- 
mined by the taxpayer's "circulation factor" during the income year. 
Each publisher of printed material containing advertising shall determine 
a California circulation factor for each of its publications. This circula- 
tion factor shall be equal to the ratio that particular publication's in-state 
circulation to purchasers and subscribers bears to its total circulation to 
purchasers and subscribers everywhere. 



The circulation factor for an individual publication shall be deter- 
mined by reference to the rating statistics as refiected in such sources as 
Audit Bureau of Circulations or other comparable sources, pro\ ided that 
the source selected is consistently used from year to year for such pur- 
pose. If no sources are available or, if available, not in a form or content 
sufficient for such purposes, then the circulation factor shall be deter- 
mined from the taxpayer's books and records. 

(3) When specific items of advertisements can be shown, upon clear 
and convincing evidence, to have been distributed solely to a limited re- 
gional or local geographic area in which this state is located, the taxpayer 
may petition, or the Franchise Tax Board may require, that such receipts 
be attributed on the basis of a regional or local geographic area circula- 
tion factor and not be included in the calculation of the circulation factor 
provided by subsection (c)(2). A regional or local geographic circulation 
factor shall be determined for each individual publication and each re- 
gional or local geographic area and shall be based upon the ratio that the 
taxpayer's circulation to purchasers and subscribers located in this state 
of the printed material containing such specific items of advertising bears 
to the taxpayer's total circulation of such printed material to purchasers 
and subscribers located within such regional or local geographic area. 

(4) In the event that the purchaser or subscriber is the United States 
Government or the taxpayer is not taxable in a state, the gross receipts 
from all sources, including the receipts from the sale of printed material, 
from advertising, and from the sale, rental or other use of the taxpayer's 
customer hsts, or any portion thereof that would have been attributed by 
the circulation factor to the numerator of the sales factor for such state, 
shall be included in the numerator of the sales factor of this state if the 
printed material or other property is shipped from an office, store, ware- 
house, factory, or other place of storage or business in this state. 
NOTE: Authority cited: Section 19503, Revenue and Taxation Code. Reference: 
Section 25137, Revenue and Taxation Code. 

History 

1. New section filed 10^^-95; operative 11-3-95 (Register 95, No. 40). 

§ 25137-14. Mutual Fund Service Providers and Asset 
Management Service Providers. 

(a) Definitions. 

As used in this section, unless the context otherwise indicates, the fol- 
lowing terms have the following meanings: 

(1) "Administration services" include, but are not limited to, clerical, 
fund or shareholder accounting; participant record-keeping, transfer 
agency, bookkeeping, data processing, custodial, internal auditing, legal, 
and tax services performed for a regulated investment company. Services 
qualify as administration services only if the provider of such service or 
services during the taxable year also provides, or is affiliated with a per- 
son that provides, management or distribution services to the same regu- 
lated investment company during the same taxable year. 

(2) "Distribution services" include, but are not limited to, the services 
of advertising, servicing, marketing or selling shares of a regulated in- 
vestment company. The services of advertising, servicing or marketing 
shares qualify as distribution services only when the service is performed 
by a person who is, or in the case of a closed-end company was, either 
engaged in the business of selling regulated investment company shares 
or affiliated with a person that is engaged in the service of selling regu- 
lated investment company shares. In the case of an open-end company, 
such service of selling shares must be performed pursuant to a contract 
entered into pursuant to 15 United States Code, Section 80a- 15(b), as 
amended. 

(3) "Management services" include, but are not limited to, the render- 
ing of investment advice, directly or indirectly, to a regulated investment 
company, making determinations as to when sales and purchases of secu- 
rities are to be made on behalf of the regulated investment company or 
providing services related to the selling or purchasing of securities 
constituting assets of a regulated investment company, and related activi- 
ties. Services qualify as management services only when such activity or 
activities are performed pursuant to a contract with the regulated invest- 
ment company entered into pursuant to 15 United States Code, Section 
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80a- 15(a), as amended, for a person that has entered into such a contract 
with the regulated investment company or for a person that is affiliated 
with a person that has entered into such a contract with a regulated invest- 
ment company. 

(4) "Domicile" is defined as follows: 

(A) The domicile of a shareholder of a regulated investment company 
is presumed to be the shareholder's mailing address on the records of the 
regulated investment company or the mutual fund service provider. If the 
regulated investment company or the mutual fund service provider has 
actual knowledge that the shareholder's primary residence or principal 
place of business is different than the shareholder's mailing address, the 
presumption does not control. Shareholders of record that own shares for 
the benefit of others are subject to the special rule contained in subsection 
(b)(l)(A)l of this regulation. 

(B) The domicile of a beneficial owner of assets managed by a mutual 
fund service provider shall be presumed to be the beneficiary's mailing 
address on the records of the entity for whom the asset management ser- 
vices are rendered, or on the records of the mutual fund service provider. 
If the entity for whom the asset management services are rendered, or the 
mutual fund service provider, has actual knowledge that the beneficia- 
ry's primary residence or principal place of business is different than the 
beneficiary's mailing address, the presumption does not control. Owners 
of record that are not the beneficial owner are subject to the special rule 
contained in subsection (b)(l)(B)l of this regulation. 

(5) "Mutual fund service provider" means any unitary business that 
derives income from the direct or indirect provision of management, dis- 
tribution or administration services to or on behalf of a regulated invest- 
ment company. 

(6) "Regulated Investment Company" means a regulated investment 
company as defined in Section 851 of the Internal Revenue Code. 

(7) "Asset management services" means the direct or indirect provi- 
sion of management, distribution or administrative services to entities 
other than regulated investment companies, if those services would be 
management, distribution or administrative services within the meaning 
of subparagraphs (a)( 1 ), (a)(2), or (a)(3 ) of this regulation, if pro vided di- 
rectly or indirectly to a regulated investment company. 

(b) Apportionment of Business Income. The property, payroll and 
sales factors of the apportionment formula for mutual fund service pro- 
viders shall be computed pursuant to Sections 25128 through 25137 of 
the Revenue and Taxation Code and the regulations adopted pursuant 
thereto, except as provided in this regulation: 

(1) Sales Factor. For purposes of determining the numerator of the 
sales factor: 

(A) Receipts from the direct or indirect provision of management, dis- 
tribution or administration services to or on behalf of a regulated invest- 
ment company are assigned by the use of a shareholder ratio. This ratio 
is calculated by multiplying total receipts for the taxable year from each 
separate regulated investment company for which the mutual fund ser- 
vice provider performs management, distribution or administration ser- 
vices by a fraction, the numerator of which is the average of the number 
of shares owned by the regulated investment company's shareholders 
domiciled in the State at the beginning of and at the end of the regulated 
investment company's taxable year, and the denominator of which is the 
average of the number of the shares owned by the regulated investment 
company's shareholders everywhere at the beginning of and at the end 
of the regulated investment company's taxable year. 

1. If the domicile of a shareholder is unknown to the mutual fund ser- 
vice provider because the shareholder of record is a person that holds the 
shares of a regulated investment company as depositor for the benefit of 
others, the mutual fund service provider may utilize any reasonable basis, 
such as the zip codes of underlying shareholders, in order to determine 
the proper location for the assignment of these shares. If no information 
is obtained such that a reasonable basis can be developed to determine 
the proper location for the assignment of these shares, then all of the 
shares held by the shareholder of record shall be disregarded in comput- 
ing the shareholder ratio for the fund in issue. 



2. The regulated investment company's taxable year for computing 
the shareholder ratio shall be either the taxable year that ends during the 
taxable year of the principal member of the mutual fund service provid- 
er's combined reporting group or the taxable year of the principal mem- 
ber of the mutual fund service provider's combined reporting group. 
Once a method for computing the shareholder ratio is chosen, that meth- 
odology should be applied consistently in later years. 

(B) If a mutual fund service provider has receipts from performing as- 
set management services, in addition to performing services for regu- 
lated investment companies, these services shall be assigned to this state 
if the domicile of the beneficial owner of the assets is located in this state. 

1 . In the case of asset management services directly or indirectly pro- 
vided to a pension plan, retirement account or institutional investor, such 
as private banks, national and international private investors, internation- 
al traders or insurance companies, receipts shall be assigned to this Slate 
to the extent the domicile of the beneficiaries of the plan, beneficiaries 
of the account or beneficiaries of the similar pool of assets held by the 
institutional investor, is in California. If the individual domiciles of the 
beneficiaries are not available, a mutual fund service provider may utilize 
any reasonable basis in order to determine the domiciles of the individual 
beneficiaries, including information based on zip codes or other statisti- 
cal data. 

2. In the event the domicile of the beneficiaries is not or cannot be ob- 
tained, and the taxpayer cannot de\ ise a reasonable method to approxi- 
mate this information, the receipts shall be disregarded for purposes of 
the sales factor. 

(C) If a mutual fund service provider has non-taxpayer members that 
are providing management, distribution or administration services to or 
on behalf of a regulated investment company with shareholders in this 
State, or that are providing asset management services directly or indi- 
rectly for beneficiaries who are domiciled in this State, the receipts from 
these activities that are assigned to the numerator of the sales factor by 
virtue of this regulation shall be included in the numerator of the sales 
factor in determining the unitary group's business income apportionable 
to this State, even though the specific entity that performed the services 
in not a taxpayer in this State. 

1. In lieu of the provisions contained in Regulation section 
25 1 06.5(c)(7)(B), the taxpayer member' s property, payroll and sales fac- 
tors are calculated as follows: 

a. Each taxpayer member of the combined reporting group (and only 
the taxpayer members) determines its California property factor, payroll 
factor and sales factor. 

b. The taxpayer member's California property factor is a fraction, the 
numerator of which is the California property of that member, and the de- 
nominator of which is the total property of the group everywhere. Proper- 
ty values are determined in accordance with Sections 25130 and 25131 
of the Revenue and Taxation Code. 

c. The taxpayer member's California payroll factor is a fraction, the 
numerator of wliich is that member's California payroll, determined un- 
der Section 25 1 33 of the Revenue and Taxation Code, and the denomina- 
tor of which is the total payroll of the group everywhere. 

d. The taxpayer member's California sales factor is a fraction, the nu- 
merator of which is the California sales of that taxpayer member, deter- 
mined under sections 25 1 33 through 25 1 37 of the Revenue and Taxation 
Code and the regulations adopted pursuant thereto and as modified by 
this regulation, and the denominator of which is the total sales of the 
group everywhere. 

2. In lieu of the provisions contained in Regulation section 
25106.5(c)(7)(C), the taxpayer member's CaUfornia source combined 
report business income is then calculated as follows: 

a. First, the taxpayer's California apportionment percentage is deter- 
mined. It is the sum of that member's California payroll, property, and 
a doubled weighted sales factor (or a single weighted sales factor, if ap- 
plicable), with that sum divided by either four or three (as applicable). 

b. Next, the taxpayer member determines its intrastate apportionment 
percentage. That percentage is the ratio of the taxpayer member's 
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California apportionmcnl percentage to the sum of all of the California 
taxpayer members' California apportionment percentages. 

c. Finally, the taxpayer member multiplies the group's California 
source combined report business income by its intrastate apportionment 
percentage to arrive at the taxpayer member's California source com- 
bined report business income. 

(D) If the shareholder ratio calculated under section (b)( 1 )(A) or asset 
management services assigned under (b)(1)(B) of this regulation assign 
receipts to a state where no members of the mutual fund service provid- 
er's unitary group are taxable as defined in Section 25 1 22. these receipts 
shall not be assigned to that state. Instead, these receipts shall be assigned 
to the location of the income producing activity that gave ri.se to the re- 
ceipts, as determined under Revenue and Taxation Code section 25136. 

(c) This regulation is applicable to taxable years beginning on or after 
January 1 , 2007 

NOTFi: Authority cited: .Section 195().\ Revenue and Taxation Code. Reference: 
Section ^.^l.-*?. Revenue and Taxation Code. 

History 

I. New section filed 6-20-2007; operative 7-20-2007 (Register 2007, No. 2.'i). 

§ 251 39. Title and Effective Date. 

(a) Title. Sections 25 1 20 to 25 1 39. inclusive, may be cited as the Uni- 
form Division of Income for Tax Purposes Act. 

(b) The regulations set forth in Article 2.5 shall apply for income years 
beginning after December 31,1 972 and ending after the effective date of 
these regulations. 

Subchapter 18. Renegotiations 

§ 25201 . Refunds and Abatements in Connection with 
Renegotiation of War Contracts. 

NOTh: Authority cited: Section 26422, Revenue and Taxation Code. 

History 

1 . New section filed 9-19-69; effective thinieth day thereafter (Register 69, No. 
38). 

2. Renumbering of Section 25201-25207 to Section 25201 filed 1 1-30-82; effec- 
tive thirtieth day thereafter (Register 82, No. 49). 

3. Change without regulatory effect repealing section filed 5-21-97 pursuant to 
section 100, title 1, California Code of Regulations (Register 97, No. 21). 

§ 25208. Readjustment for Repayments Made Pursuant to 
Price Redeterminations. 

NOTE: Authority cited: Section 26422, Revenue & Taxation Code. 

History 

1 . New section filed 9-19-69; effective thirtieth day thereafter (Register 69, No. 
38). 

2. Change without regulatory effect repealing section filed 5-21-97 pursuant to 
section 1 00, title 1 , California Code of Regulations (Register 97, No. 2 1 ). 



Subchapter 19. Returns and Payments 

History 
1 . Change without regulatory effect repealing subchapter 19 (articles 1 through 3, 
sections 25401 through 25566) filed 1 1-23-98 pursuant to Govemmenl Code 
section 1 1343.4(d) (Register 98, No. 48). For prior history, see Register 82. No. 
49; Register 87, No. 15; Register 92, No. 3 1 ; Regi.ster 94, No. 24; Register 97. 
No. 22; Register 97, No. 24 and Register 97. No. 40. 



Subchapter 20. Assessments 

History 

Change without regulatory effect repealing subchapter 20 (sections 25672(b) 
through 25761(c)) filed 11-23-98 pursuant to Government Code section 
1 1343.4(d) (Register 98, No. 48). For prior history, see Register 78, No. 8 and 
Register 82, No. 49. 



Subchapter 21 . Interest, Additions to Tax 
and Penal Provisions 

History 

. Change without regulatory effect repealing subchapter 21 (article 2, sections 
25934.2 through 25951-2.'S957(e)) filed 11-23-98 pursuant to Government 
Code section 1 1343.4(d) (Register 98, No. 48). For prior history, see Register 
82, No. 49; Register 84, No. 22 and Regi.ster 85, No. 6. 



Subchapter 22. Refunds and Credits 

History 
1. Change without regulatory effect repealing subchapter 22 (article 1, section 
26081 ) filed 1 1-23-98 pursuant to Government Code section 1 1 343.4(d) ( Reg- 
ister 98, No. 48). For prior history, see Register 94, No. 45. 

Subchapter 23. Collection of Tax 

History 
1 . Change without regulatory effect repealing subchapter 23 (article 1 , sections 
26131-1 through 26131-5) filed 11-23-98 pursuant to Government Code sec- 
tion 1 1343.4(d) (Register 98, No. 48). For prior history, see Register 82, No. 49 
and Register 86, No. 8. 



Subchapter 24. Administration of Tax 

History 

Change without regulatory effect repealing subchapter 24 (article 1, sections 
26422 through 26426) filed 11-23-98 pursuant to Government Code section 
1 1 343.4(d) (Register 98, No. 48). For prior history, see Register 75, No. 40 and 
Register 97. No". 32. 
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TITLE 18 INDEX 



ALCOHOLIC BEVERAGE TAX 



ACCESS TO INFORMATION 

Hqualization boajd, state, public records, 

18:8000-18:8016 
Franchise Tax Board 
-Public meeting records, 18:5085 
-Records and files. 18:5083 
Franchise tax exclusion, 18:23101.5 
Gift tax returns and records, 18:16563 
Inheritance tax records, 18:14813 
Property tax 

-Homeowner's exemption, 18:135 
-Rolls. 18:266 

ACCIDENT INSURANCE 

Inheritance tax 

See INHERITANCH TAX, subheading: Life or 
accident insurance 

ACCOUNTS AND ACCOUNTING 

Bank and corporation tax 
See BANK AND CORPORATION TAX 
Energy resources surcharge, worthless accounts, 

18:2304 
Gift tax 

-Joint bank accounts, 18:15104.3 
— Transfer to third party, 18:15104.4 
-Notes and accounts receivable, valuation, 

18:L5551.L3 
Income tax 
-Manufacturers' investment credit, recordkeeping 

requirements, 18:17053.49-10 
-Nonresident beneficiaries, final accounting, 

18:19513 
Inheritance tax 
-Notes and accounts receivable, valuation, 

18:13951.10 
-Trustee accounts of spouses, joint tenancy, 

18:13671.3 

ADMINISTRATIVE AGENCIES, STATE 

Underground storage tanks maintenance fee exemp- 
tions, 18:1220 

AD VALOREM TAX 

See PROPERTY TAX 

ADVERTISING 

Inheritance tax referees, 18:14772 
Motor vehicles 
See MOTOR VEHICLES 
Sales and use tax 
-Agencies, 18:1540 
— Printing services, 18:1541 
-Marketing aids, 18:1670 
-Printed sales messages, 18:1541.5 

AFFILIATES 

Bank and corporation tax 
-Consolidated returns, 18:24961 
-Underpayment of estimated tax, 18:25951 

AGED PERSONS 

Property tax assistance 
See PROPERTY TAX, subheading: Senior citi- 
zens property tax assistance 
Sales and use tax, food services, 18:1603 

AGENTS 

Sales and use tax, seller's permits, 18:1699 

AGRICULTURE 

Animals 
See ANIMALS 
Corporation tax, 18:25128-2 
-Deductions 

—Depreciation, 18:24349(1) 
— Fertilizer and soil treatment expenditures, 

18:24377(3), I8:24377(b) 
— Soil and water conservation expenditures, 

18:24369(a) 
Crops 

-Wind machines to protect from frost damage, 
property tax classification as fixtures, 
18:122.5 



AGRICULTURE-trw?/>H/erf 

Diesel fuel 

-Sales and use tax, partial exemption, 18:1533.2 
— Certificate, 18:1533.2 Appx. A 
-Tax exemption, 18:1431 
Fertilizers 
See F"ERTILIZERS 
Sales and use tax 
-Deep-well pumps, 18:1521 
-Diesel fuel, partial exemption, 18:1533.2, 

18:1533.2 Appx. A 
-Machinery and equipment, 18:1533.1 
Use fuel tax exemption, 18:1316 

AIRPORTS 

See also AIR TRANSPORTATION 
Sales and use tax, construction contractors, 18:1521 

AIR TRANSPORTATION 

See also COMMON CARRIERS 
Aircraft 
-Joint strike fighter tax credits 

See JOINT STRIKE FIGHTER PROGRAM 
-Property tax 

— Allocation of aircraft, 18:202 
— Out-of-state aircraft exempt when in state for 

repair or maintenance, 18:138 
—Situs, 18:201, 18:202, 18:205 
-Sales and use tax, 18:1593, 18:1610 
— Court-ordered sales, 18:1573 
—Local taxes, 18:1803, 18:1805 
— Purchased outside of state, 18:1620 
— Reupholstering, 18:1550 
— Sale of business, 18:1595 
— Training services, 18:1669 
— Transactions taxes, 18:1823.5, 18:1825 
— United States supply contracts, 18:1618 
Corporation tax, allocation and apportionment of 

income, 18:25137-7 
Jet fuel 

-Local sales and use taxes. 18:1802 
-Motor vehicle fuel license tax 
— Exemption, 18:1137 
—Records, 18:1177 
-Sales and use tax, 18:1598 
-Tax 

— Records, 18:4901 

—Relief from liability, 18:4901, 18:4902 
Property tax 

-Allocation of aircraft, 18:202 
-Out-of-state aircraft exempt when in state for 

repair or maintenance, 18:138 
-Situs, 18:201, 18:202, 18:205 
Sales and use tax 
-Aircraft 

See Aircraft, this heading 
-Food service, 18:1603 
-Fuel, 18:1598 
-Sale of business, 18:1595 

ALCOHOL AND DRUG ABUSE TREATMENT 
PROGRAMS 

Sales and use tax, 18:1503 

ALCOHOLIC BEVERAGE TAX, 18:2500-18:2561 

Access to records, 18:8010 

Beer 

-Consumption on brewery premises, 18:2554 

-Importers, returns, 18:2538 

-Loss claims, 18:2551 

—Spoiled beer, 18:2552 

-Manufacturers 

— Computation, 18:2536 

—Returns, 18:2536 

-Records, 18:2512-18:2514 

— Imports, 18:2513 

--Production, bottling, and wholesale purchases, 

18:2512 
—Sales, 18:2514 
-Returns 

— Importers, 18:2538 
— Manufacturers, 18:2536 

Breweries, beer consumption on premises, 18:2554 
Conmion carriers, receipts and reports, 18:2540, 

18:2541 
Conversion factor, 18:2544 



ALCOHOLIC BEVERAGE TAX^continiied 

Conversion hctor-coiUinued 

-Powdered distilled spirits. 18:2557 

Customs brokers, reports, 18:2543 

Distilled spirits 

-Classification, 18:2555, 18:2557 

-Consohdated returns, 18:2509 

-Federal closures. 18:2555 

-Loss claims, 18:2550 

-Powdered, 18:2557 

-Prepayment of tax, 18:2509 

-Records, 18:2504-18:2509 

— Acquisitions, 18:2505 

—Imports, 18:2506 

— Inventory records, 18:2530 

— Invoice records, 18:2525 

—Powdered, 18:2557 

— Produced, packaged, or bottled. 18:2504 

— Purchase invoices and bottling or packaging 

records, 18:2508 
— Sales and exports, 18:2507 
-Retums, 18:2535 
— Consolidated retums, 18:2509 
-Sales and use tax, 18:1568 
Exports, 18:2561 

-Distilled spirits, sales records, 18:2507 
Franchi.se Tax Board appeals, 18:5020-18:5024 
-Hearing procedure, 18:5070-18:5086 
-Jeopardy determinations, 18:5030-18:5036 
Imports 

-Beer and wine records, 18:2513 
-Customs brokers tax reports, 18:2543 
-Distilled spirits records, 18:2506 
Inventory records, 18:2530 
Invoice records, 18:2525 
License fees, bank and corporation tax deductions, 

18:24345-1 
Loss claims, 18:2550-18:2553 
-Beer, 18:2551 
—Spoiled beer, 18:2552 
-Disaster or damage, 18:2553 
-Distilled spirits, 18:2550 
-Wine, spoiled, 18:2552 

Military installations, sales and use tax, 18:1616 
Payment by electronic funds transfer, 18:2520, 

18:4905 
Prepayment, distilled spirits, 18:2509 
Records, 18.2.500-18:2514, 18:4901 
-Beer, 18:2512-18:2514 
— Imports, 18:2513 
— Production, bottling, and wholesale purchases, 

18:2512 
—Sales, 18:2514 

-Distilled spirits, 18:2504-18:2509 
— Acquisitions, 18:2505 
— Imports, 18:2506 
—Powdered, 18:2557 
— Produced, packaged, or bottled, 18:2504 
— Purchase invoices and bottling or packaging 

records, 18:2508 
— Sales and exports, 18:2507 
-Inventories, 18:2530 
-Invoices, 18:2525 
-Powdered distilled spirits, 18:2557 
-Public access, 18:8010 
-Retention, 18:2500 
-Wine, 18:2512-18:2514 
— Imports, 18:2513 
— Production, bottling, and wholesale purchases, 

18:2512 
—Sales, 18:2514 
Refunds, loss claims, 18:2553 
Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
Relief from liability, 18:2570, 18:4902 
Reports, 18:2535-18:2544 
-Common carriers 

— Receipts and delivery reports, 18:2540 
— Tax reports, 18:2541 
-Customs brokers, 18:2543 
-Distilled spirits, powdered, 18:2557 
-Powdered distilled spirits, 18:2557 
-Samples and donations, 1 8:2560 
-Warehouses, 18:2542 
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Returns, 18:2535-18:2538 

-Beer importers, 18:2538 

-Beer manufacturers, 18:2536 

-Distilled spirits, 18:2535 

— Consolidated returns, 18:2509 

-Wine growers, 18:2537 

-Wine importers, 18:2538 

Sales and use tax, 18:1568 

-Military installations, 18:1616 

Samples and donations, 18:2560 

Warehouses, reports, 18:2542 

Wine 

-Growers, returns, 18:2537 

-Importers, returns, 18:2538 

-Loss claims, spoiled wine, 18:2552 

-Records 

—Imports, 18:2513 

—Inventory, 18:2530 

—Invoices. 18:2525 

— Production, bottling, and wholesale purchases, 

18:2512 
—Sales, 18:2514 
-Returns 

—Growers. 18:2537 
—Importers, 18:2538 

ALIENS 

Gift tax, specific exemption inapplicable, 18:15421, 

18:15425 
Senior citizens property tax assistance, eligibility, 

18:20561 

ALLOCATION OF INCOME 

Bank and corporation tax 
See BANK AND CORPORATION TAX 

AMERICAN INDIANS 

See INDIAN AFFAIRS AND RESERVATIONS 

AMERICAN YOUNG SOCCER ORGANIZATION 

Sales and u.se tax, 18:1597 

AMORTIZATION, CORPORATE 

See BANK AND CORPORATION TAX, sub- 
heading: Amortization 

ANIMALS 

Care of, gift tax exemption, 18:15442.6 
Sales and use tax, 18:1587 
-Feed, 18:1587, 18:1589 
-Lease, 18:1660 

ANNOTATIONS 

Ex]ualization Board policy, 18:5200 

ANNUITIES 

See INVESTMENT ANNUITIES 

APPEALS 

Cigarette and tobacco products, licensing viola- 
tions, 18:4609-18:4702 
Franchise Tax Board, from 
See FRANCHISE TAX BOARD APPEALS 

APPRAISALS 

Gift tax 

See GIFT TAX, subheading: Valuation 
Inheritance tax 

See INHERITANCE TAX, subheading: Valuation 
Property tax 

See PROPERTY TAX, subheading: Valuation 

ARCHITECTS 

Sales and use tax, 18:1506 

Taxation 

-Sales and use tax, 18:1506 

ARMED FORCES 

See MILITARY SERVICE 

ARTISTS, COMMERCIAL 

Sales and use tax, 18:1540 

ART WORKS 

Sales and use tax, 18:1586 

ASSESSMENTS 

See specific type of tax (e.g., PROPERTY TAX) 
Bank and corporation tax 

See BANK AND CORPORATION TAX 
Income tax deficiency 

See INCOME TAX, subheading: Deficiency 
assessments 



ASSIGNMENT 

Gift tax 

-Annuity contract, valuation. 18:15558.1 

-Life insurance, valuation, 18:15558.2 

Sales and use tax, 18:1660 

-Motor vehicles, 18:1669.5 

ASSOCIATIONS 

Bank and corporation tax 

See BANK AND CORPORATION TAX 
Nonprofit 

Sec NONPROFIT ORGANIZATIONS 

ATMs (AUTOMATED TELLER MACHINES) 

Cash transaction fees, sales and use tax, 18:1643 
Property tax assessments, 18:122.5 

ATTORNEYS 

Property tax, equalization of assessment hearing, 
representation at, 18:314 

AUCTIONS AND AUCTIONEERS 

Sales and use tax, 18:1565 
-Local taxes, 18:1802 
-Transactions taxes, 18:1822 

AUDITS 

Bank and corporation tax, water' s-edge group, allo- 
cation of income, 18:25114 
Income tax, 18:19032 
Property tax 

See PROPERTY TAX 
Sales and use tax 

See SALES AND USE TAX 

AUTOMATED SYSTEMS 

See COMPUTERS 

AUTOMATED TELLER MACHINES (ATMs) 

Cash transaction fees, sales and use tax, 18:1643 
Property tax assessments, 18:122.5 

AUTOMOBILES 

See MOTOR VEHICLES 

AUTOMOTIVE REPAIR DEALERS 

Resale certificate for use tax exemption, 18:1668 
Appx. B 



B 



BAD DEBTS 

Bank and corporation tax deductions, 18:24348(c) 
Sales and use tax, 18:1642 
Use fuel tax, 18:1331.6 

BALLAST WATER MANAGEMENT FEE 

Franchise tax board appeals, 18:5020-18:5024 
-Hearing procedures, 18:5070-18:5086 
-Jeopardy determinations, 18:5030-18:5036 
Recordkeeping requirements, 18:3501, 18:4901 
Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
Relief from liability, 18:3.502, 18:4902 

BANK AND CORPORATION TAX, 

18:23037-18:26426 

Access to appeals records, 18:8014 

Accounts and accounting 

-Combined reporting, 18:25106.5-3 

— Fiscalization, 18:25106.5-4 

-Commodity credit corporation loans, 18:24273(a) 

-Construction contractors, 18:25137-2 

-Depreciation deductions, 18:24349(g) 

— Retirement of depreciable property, 18:24349(h) 

-Discount obligations, 18:24674 

-Short period return, 18:24636 

-Unrelated business income tax on exempt organi- 
zations, 18:23731, 18:23772, 18:23775 

Affiliated groups 

-Consolidated returns, 18:24961 

-Property acquisition, tax basis, 18:24961 

-Underpayment of estimated tax, 18:25951 

Agricultural business activity, 18:25128-2 

Air transportation companies, allocation and appor- 
tionment of income, 18:25137-7 



BANK AND CORPORATION Jk\-contimied 

Alcoholic beverage license fees, deduction. 
18:24345-1 

Allocation of income, 18:25101-18:25115, 
18:25122-18:25137-5 

-Air transportation companies, 18:25137-7 

-Asset management service providers, 18:25137-14 

-Banks and financial institutions, 18:25137-4.2 

—Before January 1, 1996, 18:25137-4-1 

-Combination of financial and general corpora- 
tions, 18:25137-10 

-ConuTion carriers, 18:25137-11 

-Construction contractors. 18:25137-2 

— Partnerships, 18:25137-1 

-Fishing industry, 18:25137-5 

-Foreign country operations, 18:25106.5-10 

-Formula, 18:25128 

-Franchisors, 18:25137-3 

-Motion picture producers, 18:25137-8 

-Motor carriers, 18:25137-11 

-Mutual fund service providers, 18:25137-14 

-Other apportionment methods, 18:25137 

-Partnership income, 18:25137-1 

-Payroll factor, 18:25132 

— Compensation paid in this state, 18:25133 

— Sea transportation companies, 18:25101 

-Print media, 18:25137-12 

-Property factor, 18:25129-18:25131 

— Averaging property values, 18:25131 

— Sea transportation companies, 18:25101 

—Special rules, 18:25137 

— Valuation of property, 18:25130 

-Publishers, 18:25137-12 

-Railroads, 18:25137-9 

-Sales factor, 18:25134-18:25136 

—Special rules, 18:25137 

-Sea transportation companies, 18:25101 

-Television networks and film producers, 
18:25137-8 

-Water's-edge group, 18:25110-18:25115 

—Audits, 18:25114 

—Definitions, 18:25110 

— Election contract, 18:25111 

— Evidence of election, 18:25111 

— Formal document request, 18:25112 

— Intercompany accounts, 18:25110 

— Penalties for failure to supply information, 
18:25112 

—Qualified taxpayer, 18:25110 

— Termination of election, 18:25111 

-When required, 18:25122 

Amortization 

-Bond premium, 18:24360-18:24360-1 

-Organizational expenditures, 18:24407-18:24409 

-Trademark and tradename expenditures, 
18:24368.1 

Appeals from Franchise Tax Board actions 
See FRANCHISE TAX BOARD APPEALS 

Applicability of tax, 1 8:23037-1 8:23040(b) 

-Corporation income tax, 18:23501 

-Franchise tax, 18:23101, 18:23101.5 

-Unrelated business income tax on exempt organi- 
zations, 18:23731 

Assessments 

-Local benefits, deduction, 18:24345-2 

-Unrelated business income tax on exempt organi- 
zations, 18:23731 

Associations 

-Cooperative associations, deductions, 18:24404, 
18:24405 

-Mutual associations, deductions, 18:24405 

Audits, water's-edge group, allocation of income, 
18:25114 

Bad debts, deductions, 18:24348(c) 

Bond or deposit, dissolution or withdrawal of cor- 
poration, franchise tax liability, 18:23334 

Bonds 

-Amortization of bond premium, 
18:24360-18:24360-1 

-Discount obligations, 18:24674 

-Interest earnings, I8:24271(e) 

-Sale or purchase of own bonds, 18:2427 1(h) 

Business entities 

-Classification of, 18:23038(b)-3 
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BANK AND CORPORATION TAX-mntiniied 
Business cnliucs-iiiiitiniic'el 
Definition, l8;2303S(b)-2 
Business income tax on exempt organizations 
.SV(' Unrelaled business income tax on exempt 

organizations, this heading 
Business trust, definition. I8:230.38(a) 
Capital account charges, lS:24426(a) 
Capital gains and losses, combined reporting, 

18:2.S106..^-2 
Charitable contributions, deductions, 18:24357-1, 

1 8:243.^7-2 
Circulation expenditures, deductions. 18:24364 
City license tees, deduction, I8:24.34.S-1 
Classification of" organizations, 18:23()38(b)-l 
-Business entities, 18:23()38(b)-3 
Combined reporting, 18:2.'il()6..S-0 to 

18:2.'il06..S-ll ^ 
-Accounting methods and elections. 18:2.5106.5-3 
-Applicability of provisions, 18:25106.5 
-Apportionment of business income. 18:25128 
-Capital gains and losses, 18:25106.5-2 
-Definitions, 18:25106.5 
-Fiscalization. 18:25106.5-4 
-Interest offset. 18:25106.5-5 
-Partial combined reporting period.s, 18:25106.5-9 
-Table of contents, 18:25106.5-0 
Commencing corporation, franchise tax, 18:23222 
Commodity credit corporation loans, I8:24273(a), 

18:24273(b) 
Common carriers, allocation and apportionment of 

income, 18:25137-11 
Confidential information, franchise tax exclusion, 

waiver, 18:23101.5 
Construction contractors, allocation and apportion- 
ment of income, 18:25137-2 
-Partnerships. 18:25137-1 
Consulting activities, franchise tax exclusion, 

18:23101.5 
Cooperative associations, deductions, 18:24404, 

18:24405 
Copyrights, 18:25120 
-Depreciation deductions, 18:24349(0 
Corporation income tax, 18:23501-18:23.561 
-Applicability of tax, 18:23501 
— Franchise tax, formerly subject to. 18:23504 
Corporations 

-Classification of organizations, 18:23038(b)-l 
-Definition. 18:23038(a), I8:23038(b)-2 
Credits 
-Manufacturers' investment credit, 

18:23649-0-18:23649-11 
-Tax withholding, 18:2,5401b 
Debts, bad. reserves, ]8:24348(c) 
Deductions, 18:24344(a)- 18:24436 
-Alcoholic beverage license fees, 18:24.345-1 
-Amortization 

—Bond premium, 18:24360-18:24.360-1 
— Organizational expenditures, 18:24407-18:24409 
— Trademark and tradename expenditures, 

18:24368.1 
-Assessments for local benefits, 18:24345-2 
-Bad debts reserves, 18:24348(c) 
-Bond premium, amortization, 

18:24360-18:24360-1 
-Capital account charges, 18:24426{a) 
-Charitable contributions, 18:24357-1, 18:24357-2 
-Circulation expenditures, 18:24364 
-City license fees, 18:24345-1 
-Cooperative associations, 18:24404, 18:24405 
-Copyrights, depreciation, 18:24,349(0 
-Denial for illegal activities, 18:24436 
-Depreciation deductions 

See Depreciation deductions, this heading 
-Dividends, 18:24402 
— Water' s-edge group, 18:24411 
-Double deductions, 18:24.345-1 
-Enterprise zone pn)perty previously qualified, 

recapture of deduction, 18:24356.7-1 
-Federal stamp taxes, 18:24345-3 
-Fertilizer and soil treatment expenditures, 

18:24377(a), 18:24377(b) 
-Foreign investment interest payments, 18:24344(c) 
-Foreign taxes, 18:24345-7 
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-Gamblinc activities, denial of deductions, 

18:24436 
-Gasoline taxes, 18:24345-4 
-Illegal activities, denial of deduction, 18:244.36 
-Import or customs duties, 18:24345-1 
-Intangible asset, depreciation, 18:24.349(c) 
-Interest payments, 18:24344(a) 
— Foreign investment, 18:24.344(c) 
-Leased property, depreciation, 18:24349(d) 
-License fees, 18:24.345-1 
-Los.ses, bad debts reserves, 18:24.348(c) 
-Mine improvements, depreciation, 18:24349(o) 
-Motor vehicle registration fees, 18:24345-1 
-Mutual associations, 18:24405 
-Obsolescence, depreciable property, 18:24349(i) 
-Oil and gas wells, intangible drilling and develop- 
ment costs, 18:24423 
-Organizational expenditures, amortization, 

^ 18:24407-18:24409 
-Patents, depreciation. 18:24349(0 
-Postage, 18:24345-1 
-Property taxes. 18:24.345-1 
-Proration, 18:25120 
—Partnerships, 18:25137-1 
-Research and experimental expenditures, 

1 8:24365- 1 8:24368(a), 1 8:24365- 1 8:24368(d) 
— Deferred expenses, treatment as, 

18:24365-18:24.368(d) 
—Definitions, 18:24.365-18:24368(5) 
— Expenses, treatment as, 1 8:24365- 18:24368(c) 
-Retirement of depreciable property, 18:24349(h) 
-Sales taxes, 18:24.345-4 

-Shareholder's tax paid by corporation, 18:24345-6 
-Social security taxes, 18:24345-5 
-Soil conservation expenditures, 18:24369(a) 
-Tax p^ayments, 18:24345-1-18:24345-7 
— Capital account charges, 18:24426(a) 
— Federal stamp taxes, 18:24345-3 
— Foreign taxes, 18:24345-7 
—Gasoline taxes, 18:24.345-4 
—Local benefit taxes, 18:24345-2 
—Sales taxes, 18:24345-4 
— Shareholder's tax paid by corporation, 

18:24345-6 
— Social security taxes, 18:24345-5 
— Unemployment compensation taxes, 18:24345-5 
-Theft losses, 18:24347-8 
-Trademarks and trade names, amortization of 

expenditures, 18:24368.1 
-Unemployment compensation taxes, 18:24345-5 
-Water conservation expenditures, 18:24369(a) 
-Water' s-edge group dividends, 18:24411 
Definitions, 1 8:2.3037-1 8:23040(a) 
-Agricultural business activity, 18:25128-2 
-Business entities, 18:23038(b)-2 
-Business income, 18:25120 
-Business trust, 18:23038(a) 
-Combined reporting, 18:25106.5 
-Corporation, 18:2.3038(a), 18:23038(b)-2 
-Depreciation deductions, additional first-year 

allowance, 18:24356(c) 
-Doing business, 18:23101 
-Environmental remediation trusts, 1 8:23038(a) 
-Estimated tax, banks and financial institutions, 

18:25562 
-Extractive business activity, 18:25128-1 
-Financial corporation, 18:23183 
-Foreign taxes, 18:24345-7 
-Income, 18:23040 

— Business and nonbusiness income, 18:25120 
-Intercompany transactions, 18:25106.5-1 
-Liquidating trusts, 18:23038(a) 
-Nonbusiness income, 18:25120 
-Partnership, 18:23038(b)-3 
-Person, 18:2.3037 
-Research and experimental expenditures, 

1 8:24365- 18:24.368(b) 
-Taxpayer, 18:23037 
-Trust, 18:23038(a) 
-Water' s-edge group, allocation of income, 

18:25110 
Depreciation deductions, 

18:24349(a)- 18:24356. 1(c) 



BANK AND CORPORATION TAX rontiinicd 

Depreciation dcducUons-foniiinicd 

-Accounting for, 18:24.349(g) 

--Retirement of depreciable property, 18:24349(h) 

-Additional first-year allowance, 
18:24356(a)-18:24356(d) 

— Amount subject to, 18:24356(a) 

— Definitions, "l8:243.56(c) 

—Dolla:- limit, 18:24356(5) 

— Manner of making election, 18:24356(d) 

— Revocation of election, 18:24356(d) 

— Time for making election. 18:24356(d) 

—When available, 18:24356(a) 

-Apportionment of depreciable and nondepreciable 
property, 18:24.349(e) 

-Basis for, 18:24349(n) 

— Class lives basis, 18:24.349(1) 

-Change in computation method, 18:24352 

-Class lives basis, 18:24349(1) 

-Computation method, 18:24349(k) 

—Change, 18:24352 

-Copyrights, 18:24.349(0 

-Declining balance method, 18:24349(k) 

— Change to straight-line method, 18:24352 

-Farming corporations, 18:24349(0 

-Federal investment credit adjustment, 18:24349(k) 

-Intangible asset, 18:24349(c) 

-Leased property, 18:24.349(d) 

-Mine improvements, 18:24349(o) 

-Obsolescence, 18:24349(1) 

-Patents, 18:24349(0 

-Period of depreciation, 18:24349(j) 

-Reasonable allowance, 18:24349(a), 18:24.349(k) 

-Retirement of depreciable property, 18:24349(h) 

-Salvage value, determination, 18:24349(a) 

— Additional first-year allowance, 18:24356(a) 

-Straight-line method, 18:24349(k) 

-Sum of the years-digits method, 18:24349(k) 

-Tangible property, 18:24349(b) 

-Useful life, determination, 18:24349(a) 

-When allowed, 18:24.3490) 

Dissolution or withdrawal 

-Construction contractors, 18:25137-2 

-Franchise tax 

—Effective date, 18:23331 

— Tax clearance certificate, 18:23334 

Dividends, 18:25120 

-Deductions, 18:24402 

— Water's-edge group, 18:24411 

-Patronage dividends, 18:24273.5 

Division of business and nonbusiness income, 
18:25120-18:25139 

-Allocation and apportionment, 
18:25122-18:25137-5 

— Air transportation companies, 18:25137-7 

— Asset management service providers, 
18:25137-14 

— Banks and financial institutions, before January 
1, 1996, 18:25137-4.1. 18:25137-4.2 

— Combination of financial and general corpora- 
tions, 18:25137-10 

— Construction contractors, 18:25137-2 

Partnerships, 18:251.37-1 

— Fishing industry, 18:25137-5 

— Foreign country operations. 18:25106.5-10 

—Formula, 18:25128 

—Franchisors, 18:25137-3 

— Motion picture producers, 18:25137-8 

— Mutual fund service providers, 18:25137-14 

— Other apportionment methods, 18:25137 

— Partnership income, 18:25137-1 

—Payroll factor. 18:25132 

Compensation paid in this state, 18:25133 

— Print media, 18:25137-12 

—Property factor, 18:25129-18:25131 

Averaging property values, 18:25131 

Special rules, 18:25137 

Valuation of property, 18:25130 

—Railroads, 18:25137-9 

—Sales factor, 18:25134-18.251.36 

Special rules, 18:25137 

— Television networks and film producers, 
18:25137-8 

— When required, 18:25122 
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BANK AND CORPORATiON lAX-continued 

Division of business and nonbusiness 
mcome-i-()iilinued 

-Applieability, 18:25106.5-3, 18:25121 

-Detinitions, 18:25120, 18:25121 

-Effective date of regulations, 18:2513'-) 

-Foreign country operations, 18:25106.5-10 

-Title of regulations, 18:25137-10, 18:25139 

Double deductions. 18:24345-1 

Educational activities, franchise tax exclusion, 
18:23101.5 

Enterprise /one property previously qualified, 
recapture of deduction, 18:24356.7-1 

Estimated tax 

-Definitions, banks and financial institutions, 
18:25562 

-Short income years. 18:19027 

-Underpayment, consolidated returns, 18:25951 

Evidence 

-Charitable contributions, 18:24357-1 

-Exemptions, 18:23701 

Elxclusions. franchise tax, 18:23101.5 

Exemptions, 18:2.3701-18:23708 

-Applicability, 18:23701 

-Application for, 18:23701 

— Reapplication, 18:23776, 18:23778 

-Classification as private foundation, 18:23708 

-Dedication of assets, 18:23701f 

-Evidence, 18:23701 

-Failure to register or file reports, effect, 18:23703 

-Fee for filing, 18:23701 

—Reapplication, 18:23776, 18:23778 

-Group exemptions, 18:23701 

-Irrevocable dedication of assets, 1 8:23701 f 

-Loss of exemption, 18:23703 

—Revocation. 18:23777 

Relief from revocation, 18:23778 

— Suspension, 18:23775 

Relief from, 18:23776 

-Notice of loss, 18:23703, 18:23775 

-Operational test, 18:23701 

-Organizational test, 18:23701 

-Reapplication, 18:23776 

-Records, 18:23701, 18:23772 

-Reports, 18:23701, 18:23772 

—Failure to file, 18:23703 

-Termination of private foundation, 18:23707 

-Withdrawal of application, 18:23701 

Exempt organizations, business income tax 
See Unrelated business income tax on exempt 
organizations, this heading 

Extensions, filing returns, 18:25402 

Extractive business activity, 18:25128-1 

Farming deductions 

-Depreciation, 18:24349(f) 

-Fertilizer and soil treatment expenditures, 
18:24377(a), 18:24377(b) 

-Soil and water conservation expenditures, 
18:24369(a) 

Federal stamp taxes, deductions, 18:24345-3 

Fees 

-Exemption application, 18:23701 

— Reapphcation, 18:23776, 18:23778 

-Tax services, for, 18:19591 

-Unrelated business income tax on exempt organi- 
zation, filing of return, 18:23772 

Fertilizer and soil treatment expenditures deduc- 
tions, 18:24377(a), 18:24377(b) 

Financial corporations, definition, 18:23183 

Fishing industry, allocation and apportionment of 
income, 18:25137-5 

Foreign corporations 

-Applicability of tax, 18:23038(a) 

— Corporation income tax, 18:23501 

—Franchise tax, 18:23101 

-Corporation income tax, 18:23501 

-Franchise tax 

—Applicability, 18:23101 

— Minimum tax, 18:23151 

-Income from within state, definition, 18:23040 

Foreign investment interest payments deductions, 
18:24344(c) 

Foreign taxes, deductions, 18:24345-7 

Franchise tax, 18:23101-18:23334 



BANK AND CORPORATION JAX-i-oiitiiuied 
Franchise mx-coiitiinied 
-Applicability, 18:23101, 18:23101.5 
-Bond or deposit, dissolution or withdrawal of cor- 
poration. 18:23334 
-Commencing corporation. 18:23222 
-Definition of "doing business." 18:23101 
-Dissolution or withdrawal 
—Effective date, 18:23331 
— Tax clearance certificate, 18:23334 
-"Doing business" defined, 18:23101 
-Exclusions, 18:23101.5 
-Minimum tax. 18:23151 
-Resuming business, 18:23281 
Franchisors, allocation and apportionment of 

income. 18:251.37-3 
Gambling activities, denial of deductions, 18:24436 
Gasoline taxes, deductions, 18:24345-4 
Gross income 

See i>enemlly Income, this heading 
Group return, election to file. 18:25106.5-11 
Group returns, unrelated business income tax on 

exempt organizations. 18:23772 
Import or custoins duties, deduction, 18:24345-1 
Inactive corporation resuming business, franchise 

tax, 18:23281 
Income, 18:24271(d)-18:24305 
-Bonds 

— Interest earnings. 18:2427 1(e) 
— Sale or purchase of own bonds. 18:24271(h) 
-Classification, 18:25121 
-Commodity credit corporation loans, 18:24273(a), 

18:24273(b) 
-Definitions, 18:23040, 18:25120 
-Dividends, patronage, 18:24273.5 
-Intercompany transactions, 18:25106.5-1 
-Interest earnings, 18:2427 1(e) 
-Life insurance proceeds, exclusion, 18:24305 
-Patronage dividends. 18:24273.5 
-Property sale or transfer. 18:24271(d) 
-Water' s-edge group, allocation, 

18:25110-18:25115 
Information returns, unrelated business income tax 

on exempt organizations, 18:23772 
Inspecting activities, franchise tax exclusion, 

18:23101.5 
Intercompany transactions, 18:25106.5-1 
Interest earnings, 18:2427 1(e), 18:25120 
Interest offset, combined reporting, 18:25106.5-5 
Interest payments, deductions, I8:24344(a) 
-Foreign investment. 18:24344(c) 
Internal Revenue Code, applicabihty, 18:26422 
Inventories; last-in, first-out 

See LIFO inventories, this heading 
Investment trust, definition, 18:23038(a) 
Joint strike fighter tax credits 

See JOINT STRIKE FIGHTER PROGRAM 
Last-in. first-out inventories 

See LIFO inventories, this heading 
Liability, commencing corporation, 18:23222 
License fees, deductions, 18:24345-1 
Life insurance proceeds, exclusion, 18:24305 
LIFO inventories, 1 8:24702- 18:24706(g) 
-Adjustments, 18:24702-18:24706(d) 
-Discontinuation, 1 8:24702- 18:24706(f) 
-Dollar-value method of pricing, 

1 8:24702-1 8:24706(g) 
-Election, 18:24702-18:24706(a) 
-Manner of making election, 18:24702-18:24706(c) 
-Prerequisites to election, 1 8:24702- 18:24706(b) 
-Revocation of election, 1 8:24702-1 8:24706(e) 
-Time of making election, 1 8:24702-1 8:24706(c) 
Liquidations 

-More than one income year covered. 18:24502 
-Treatment of distributions, 18:24501 
Losses, deductions 

See Deductions, this heading 
Manufacturers' investment credit, 

18:23649-0-18:23649-11 
-Acquisition sale and leaseback, 18:23649-6 
-Administration, general management, or market- 
ing property; exclusions, 18:23649-5 
-Applicability, 18:23649-1 
—Costs, 18:23649-4 



BANK AND CORPORATION IML-coutinued 

Manufacturers" investment CTedil-cuntiniied 

-AppVicabWhy-c-ontiniied 

— Propertv, 18:23649-5 

—Taxpayers, 18:23649-3 

-Books and records, 18:23649-10 

-Capitalized labor costs 

—Defined, 18:23649-2 

—Leasing, 18:23649-6 

—Qualified costs, 18:23649-4 

-Cai-ryforwards. 18:23649-9 

-Contracts 

—Leasing. 18:23649-6 

—Qualified costs. 18:23649-4 

-Cross references to other rules, 18:23649-1 

-Definitions. 18:23649-2 

— General references, 18:23649-1 

—Qualified costs, 18:23649-4 

— Qualified property, 18:23649-5 

--Qualified taxpayers, 18:23649-3 

-Disposition of qualified property, recaptures, 

18:23649-8 
-Effective dates, 18:23649-11 
-Equipment, 18:23649-5 
-Excluded property, 18:23649-5 
-Extraction processing equipment, excluded prop- 
erty, 18:23649-5 
-Finance leases, 18:23649-6 
-Fiscal year taxpayers, 18:23649-11 
-Furniture, excluded property, 18:23649-5 
-Inventory, excluded property, 18:23649-5 
-Joint strike fighter property credits, claiming, 

18:17053.37-11.18:23637-11 
-Leasing, 18:23649-6 
—Qualified costs, 18:23649-6 
— Sales and use tax 

Requi rement, 1 8 :2 3649-6 

Written statement by lessor to lessee, 

18:23649-10 
-Los Aneeles Revitalization Zone credits, election, 

18:23649-11 
-Low-emission vehicle credit property, exclusions, 

18:23649-5 
-Partners and partnerships, recapture, 18:23649-8 
-Pass-through entities 
— Carryforwards, 18:23649-9 
—Recaptures, 18:23649-8 
-Qualified activities, defined, 18:23649-2 
-Qualified costs, 18:23649-1, 18:23649-4 
— Capitalization requirement, 18:23649-4 
—Contracts, 18:23649-4 
—Defined, 18:23649-4 
— Leasing, 18:23649-6 
— Sales and use tax payment requirement, 

18:23649-4 
-Qualified property, 18:23649-5 
—Disposition of, 18:23649-8 
— Exclusions, 18:23649-5 
-Qualified taxpayers, 18:23649-3 
-Recaptures, 18:23649-8 
-Recordkeeping requirements, 18:23649-10 
-Reformulated or oxygenated gasoline property, 

exclusions, 18:23649-5 
-Research and development, defined, 18:23649-2 
-Sales and use tax 
—Affidavit, 18:23649-10 
—Exemption, 18:23649-11 
— Qualified costs, requirement, 18:23649-4 
—Refund, claiming in lieu of MIC, 18:23649-11 
— Written statement by lessor to lessee, 

18:23649-10 
-Small business 

— Carryforwards, determination, 18:23649-9 
—Defined, 18:23649-2 
-Special purpose buildings and foundations, 

18:23649-5 
-Table of contents, 18:23649-0 
-Tangible personal property, 18:23649-5 
-Used property from out of state, 18:23649-5 
-Warehousing facilities, excluded, 18:23649-5 
Massachusetts trust, definition, 18:23038(a) 
Mines and mining, deductions 
See Natural resource deductions, this heading 
Motion picture producers, allocation and apportion- 
ment of income, 18:25137-8 
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BANK AND CORPORATION l^X-cuntinlled 

Motor carriers, allocation and apportionment of 
income. 18:25137-11 

Motor vehicle registration fees, deduction, 
18:2434.5-1 

Mutual associations, deductions, 18:2440.5 

Natural resource deductions 

-Depreciation, 1 8:24349(o) 

-Oil and gas wells, intangible drilling and develop- 
ment costs. 18:2442^3 

Net income, deductions 
See Deductions, this heading 

Newspapers, circulation expenditures, deductions, 
18:24364 

Nonprolit organizations, exemptions 
See i^enenilly Exemptions, this heading 

Notice 

-Classification as private foundation, 18:23708 

-Loss of exemption, 18:23703, 18:23775 

-Termination of private foundation, 18:23707 

-Water"s-edge group, failure to supply information, 
18:25112 

-Withholding rate. 18:26131-2 

Obsolescence, deductions, depreciable property, 
18:24349(1) 

Oil and gas wells, intangible drilling and develop- 
ment costs, deductions, 18:24423 

Organizational expenditures, amortization, 
18:24407-18:24409 

Partnerships 

-Allocation and apportionment of income, 
18:25137-1 

-Definition, 18:23038(b)-3 

Patents, 18:25120 

-Depreciation, 18:24349(1) 

Patronage dividends, 18:24273.5 

Payment, 18:25553-18:25562 

-Banks and financial institutions, 18:25353 

-Short income years, estimated tax, 18:19027 

-Unrelated business income tax on exempt organi- 
zations, 18:23731 

Penalties 

-Combined or consolidated returns, 18:25951 

-Exception for understatement of liability, 
18:25934.4 

-Unrelated business income tax on exempt organi- 
zation, failure to file return, 18:23772 

-Water's-edge group, failure to supply information, 
18:25112 

Periodicals, circulation expenditures deduction, 
18:24364 

Person, definition, 18:23037 

Personal property income, allocation and apportion- 
ment, 18:25129-18:25131 

-Averaging property values, 18:25131 

-Sales factor, 18:25134-18:25136 

-Special rules, 18:25137 

-Valuation of property, 18:25130 

Postage, deduction, 18:24345-1 

Property sale or transfer, income from, 18:2427 1(d) 

Property taxes, deduction, 18:24345-1 

Purchasing activities, franchise tax exclusion, 
18:23101.5 

Railroads 

-Affiliated groups, consolidated returns, 18:24961 

-Allocation and apportionment of income, 
18:25137-9 

Real property income, allocation and apportion- 
ment, 18:25129-18:25131 

-Averaging property values, 18:25131 

-Special rules, 18:25137 

-Valuation of property, 18:25130 

Records 

-Access to appeals records, 18:8014 

-Exemptions, 18:23701, 18:23772 

-Manufacturers' investment credit, 18:23649-10 

-Patronage dividend election, 18:24273.5 

-Unrelated business income tax on exempt organi- 
zation, 18:23772 

Religious institutions, unrelated business income 
tax on exempt organizations, 18:23731, 
18:23737 

-Return, 18:23772 

Rental income, 18:25120 



BANK AND CORPORATION JfiiX-eonthnied 

Rental 'mcomc-coutinued 

-Allocation and apportionment, 18:25129-18:25131 

Reports 
See also Returns, this heading 

-Combined, 18:25106.5-0 to 18:25106.5-11 

-Exemptions, 18:23701. 18:23772 

—Failure to file, 18:23703 

-Franchise tax exclusion, 18:23101.5 

-Unrelated business income tax on exempt organi- 
zation, 18:23772 

Research and experimental expenditure deductions, 
18:24365- 1 8:24368(a), 1 8:24365- 1 8:24368(d) 

-Deferred expenses, treatment as, 
18:24365-1 8:24368(d) 

-Definitions, 18:24365-18:24368(b) 

-Expenses, treatment as, 18:24365-1 8:24368(c) 

Resuming business, franchise tax, 18:23281 

Returns 

-Affiliated groups, consolidated returns, 18:24961 

-Charitable contributions, reporting, 18:24357-1 

-Classification of income, 18:25121 

-Consistent reporting, 18:25121 

-Consolidated 

— Affiliated groups. 18:24961 

— Underpayment of estimated tax, 18:25951 

-Exempt organization annual information returns, 
18:23772 

-Failure to file, unrelated business income tax on 
exempt organizations, 18:23772, 18:23775, 
18:23777 

-Group returns, unrelated business income tax on 
exempt organizations, 18:23772 

-Information returns, unrelated business income tax 
on exempt organizations, 18:23772 

-Magnetic media or other machine-readable form, 
18:26426 

-Time for filing, 18:25402 

— Unrelated business income tax on exempt orga- 
nizations. 18:23772 

-Uniform reporting, 18:25121 

-Unrelated business income tax on exempt organi- 
zations, 18:23731, 18:23771 

—Failure to file, 18:23775, 18:23777 

— Information returns, 18:23772 

-Withholding return, 18:26131-5 

Sales taxes, deductions, 18:24345-4 

Sea transportation companies, allocation of income, 
18:25101 

Shareholder's tax paid by corporation, deductions, 
18:24345-6 

Short income years, estimated tax, 18:19027 

Social security taxes, deductions, 18:24345-5 

Soil conservation expenditures, deducfions, 
18:24369(3) 

Statements 
See Reports, this heading 

Statute of limitations, patronage dividend election, 
18:24273.5 

Taxable years, unrelated business income tax on 
exempt organizations, 18:23731 

Taxpayer, definition, 18:23037 

Tax payments, deductions 
See Deductions, this heading 

Television networks and film producers, allocafion 
and apportionment of income, 18:25137-8 

Theft losses, deductions, 18:24347-8 

Time requirements, filing returns, 18:25402 

-Unrelated business income tax on exempt organi- 
zations, 18:23772 

Title holding companies, unrelated business income 
tax on exempt organizations, 18:23731 

Trademarks and trade names, amortization of 
expenditures, 18:24368.1 

Trusts 

-Definitions, 18:23038(a) 

-Unrelated business income tax on exempt organi- 
zations, 18:23731 

Unemployment compensation taxes, deductions, 
18:24345-5 

Uniform division of business and nonbusiness 
income 
See Division of business and nonbusiness income, 
this heading 



BANK AND CORPORATION JfKX-iontimied 
Unrelated business income tax on exempt organiza- 

fions, 18:23731-18:23778 
-Accounting period, 18:23772, 18:23775 
-Group returns, 18:23772 
-Information returns, 18:23772 
-Religious institutions, 18:23737 
-Returns, 18:23731, 18:23771 
—Failure to file, 18:23775, 18:23777 
— Information returns, 18:23772 
-Revocation of exempt status, 18:23777 
— Relief from revocation, 18:23778 
-Suspension of exempt status, 18:23775 
— Relief from suspension, 1 8:23776 
Water conservation expenditures, deductions. 

18:24369(a) 
Water's-edge group 

-Allocation of income, 18:25110-18:25115 
—Audits. 18:25114 
—Definitions, 18:25110 
— Election contract, 18:251 1 1 
— Evidence of election. 18:25111 
— Formal document request, 18:25112 
— Intercompany accounts, 18:25110 
— Penalties for failure to supply information, 

18:25112 
— Qualified taxpayer, 18:25110 
— Termination of elecfion, 18:251 1 1 
-Dividends, deducfions, 18:24411 
Withholding, 18:26131-1-18:26131-5 
-Agent, interpleader action by, 18:26131-4 
-Amount, 18:26131-2 
-Corporations subject to, 18:26131-3 
-Credit for tax withheld. 18:25401b 
-Income subject to, 18:26131-2 
-Persons subject to, 18:26131-1 
-Procedure, 18:26131-1 
-Returns, filing, ] 8:26131 -5 
-Waiver, 18:26131-2 

BANKRUPTCY 

Income tax deficiency assessment, collection, 
18:19232 

BANKS AND BANKING 

Automated teller machines (ATMs) 

-Cash transaction fees, sales and use tax, 18:1643 

-Property tax assessments, 18:122.5 

Cigarette tax stamps and meter register settings, 

sale, 18:4055-18:4060 
Emergency telephone users surcharge exemption, 

18:2413 
Energy resources surcharge exemption, 18:2316 
Gift tax, joint accounts, 18:15104.3 
-Transfer to third party, 18:15104.4 
Income tax recordkeeping requirements, 18:19141.6 
Sales and use tax, 18:1567, 18:1660, 18:1661 
Underground storage tanks, maintenance fees; 

exemptions, 18:1220 

BEAUTICIANS AND BARBERS 

Sales and use tax, 18:1506 

BEER 

See ALCOHOLIC BEVERAGE TAX 

BEQUESTS 

Inheritance tax 
See INHERITANCE TAX 

BEVERAGES 

Alcoholic 

See ALCOHOLIC BEVERAGE TAX 
Sales and use tax 
-Bottled water, 18:1602 
-Carriers involved in interstate or foreign com- 
merce, 18:1620.2 

BIDDING, COMPETITIVE 

Joint strike fighter program, contract bidding 

-Bank and corporation tax 

— Property credits. 18:23637-7 

—Wage credits. 18:23636-6 

-Income tax 

—Property credits, 18:17053.37-7 

—Wage credits, 18:17053.36-6 

BILL OF RIGHTS 

See TAXPAYER BILL OF RIGHTS 
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BLIND PERSONS 

Vendors, sales and use tax on food services, 
18-. 1603 

BLOOD 

Containers used for storage or collection of, sales 
and use tax exemption, 18:1589 

BOARDING HOUSES 

Sales and use tax on food services. 18:1603 

BOATS AND BOATING 

See also COMMON CARRIERS 
Property tax. four percent assessment, 18:151 
Sales and use lax. 18:1594, 18:1610 
-Court-ordered sales, 18:1573 
-Purchased outside of state, 18:1620 
-Reupholstering, 18:1550 
-Sale of business, 18:1595 
-Transactions taxes, 18:1823.5 
-United States supply contracts, 18:1618 
Sea transportation coinpanies, bank and corporation 
tax, allocation of income, 18:25101 

BOBBY SOX ORGANIZATIONS 

Sales and use tax, 18:1597 

BONDS, INVESTMENT 

Bank and corporation tax 
-Amortization of bond premium, 

18:24360-18:24360-1 
-Discount obligations, 18:24674 
-Interest earnings, 18:24271(e) 
-Sale or purchase of own bonds, 18:2427](h) 
Securities 
See SECURITIES 
United States savings bonds 
-Gift tax, joint ownership, 18:15104.3 
— Transfer to third party, 18:15104.4 
-Inheritance tax 
— Joint ownership, 18:13671.2 
—Payable on death, 18:13648.2 

BONDS, SECURITY 

Banks and banking 
See BANKS AND BANKING 
Franchise tax, dissolution or withdrawal of corpo- 
ration, 18:23334 

BOOKBINDERS 

Sales and use tax, 18:1553 

BOOKKEEPING 

See ACCOUNTS AND ACCOUNTING 

BOOTBLACKS 

Sales and use tax. 18:1506 

BOTTLED WATER 

Sales and use tax, 18:1602 

BOYS' CLUBS 

Sales and use tax, 18:1597 

BOY SCOUTS 

Sales and use tax, 18:1597 

BREWERIES 

See ALCOHOLIC BEVERAGE TAX 

BRIBERY 

Inheritance tax referees, 18:14772 

BROKER-DEALERS 

Income tax, information returns, 18:18641 

BUILDING AND LOAN ASSOCIATIONS 

Taxation 
See generally BANK AND CORPORATION 
TAX 

BUILDINGS 

See also HOUSING 
Sale of, sales and use tax, 18:1596 

BULLION SALES 

Sales and use tax, 18:1599 

BURDEN OF PROOF 

Franchise Tax Board appeals, 18:5080 

BURIALS 

See CEMETERIES 

BUSES 

Fuel use tax exemption, 18:1323 



BUSINESSES 

See CORPORATIONS; PARTNERSHIPS 

BUSINESS TAXES 

Alcoholic beverages 

See ALCOHOLIC BEVERAGE TAX 
Bank and corporation tax 

See BANK AND CORPORATION TAX 
Cigarettes 

See CIGARETTE TAX 
Diesel fuel tax 

Sec DIESEL FUEL TAX 
Emergency telephone users surcharge 

See TELEPHONE COMPANIES " 
Energy resources surcharge 

See ENERGY RESOURCES SURCHARGE 
Franchise tax 

See BANK AND CORPORATION TAX 
Hearings 

See FRANCHISE TAX BOARD APPEALS 
Motor vehicle fuel license tax 

See MOTOR VEHICLE FUEL LICENSE TAX 
Oil spill prevention and administration fees, 

18:2231-18:2257 
Sales and use tax 

See SALES AND USE TAX 
Telephones, universal telephone service tax credits, 

18:2610 
Use fuel tax 

Sec USE FUEL TAX 

BUSINESS TRUSTS 

Definitions, bank and corporation tax, 18:23038(a) 



CALIFORNIA YOUTH SOCCER ASSOCIATION 

Sales and use tax, 18:1597 

CAMPFIRE, INC. 

Sales and use tax, 18:1597 

CANES 

Sales and use tax, 18:1591 

CARBON DIOXIDE 

Packing, loading and shipping material, sales and 
use tax exemption, 18:1630 

CAR DEALERS 
See MOTOR VEHICLES 

CARRIERS 

See COMMON CARRIERS 

CARS 

See MOTOR VEHICLES 

CATERERS 

Sales and use tax, 18:1603 

CATTLE 

Sales and use tax, 18:1587 

CELLULAR TELEPHONES 

Sales and use tax, 18:1585 

CEMETERIES 

Inheritance tax exemption, 18:13303.10 
Property tax exemptions, 18:132 
Sales and use tax, monuments and memorials, 
18:1572 

CHARGES 

See FEES 

CHARITABLE ORGANIZATIONS 

See NONPROFIT ORGANIZATIONS 

CHEATING 

See FRAUD 

CHEMICAL TOILETS 

Lease, sales and use tax, 18:1660 

CHILDREN 

Gift tax, transfers by or to children, 18:15104.12 

-Residence, 18:15103.5 

Income tax returns by guardian, 18:18505-2 



CHURCHES 

See generally RELIGIOUS INSTITUTIONS 

CIGARETTE AND TOBACCO PRODUCTS 

LICENSING ACT OF 2003, 18:4500-18:4703 
Appeals, 18:4609-18:4702 
-Appeals Division, 18:4701 
-Board hearings, 18:4702 
-Denial of license, 18:4508 
-Excise Taxes Division, 18:4700 
-Right to, 18:4609 
Citations, 18:4501 

-Requests for information and records. 18:4507 
Definitions, 18:4500 
Licenses, 18:4502-18:4508 
-Appeal of denial, 18:4508 
-Arm's length transaction business transfers, 

18:4503-18:4506 
-Denial of, 1 8:4502 

-Non-arm's length transaction business transfers 
—Evidence of, "l 8:4506 
— Sales, unlicensed, 18:4509 
-Suspension or revocation, requests for information 

and records. 18:4507 
Notices of violations, 18:4600-18:4602 
Penalties and fines, 18:4603-18:4608 
-Distributors, 18:4604 
-Fines, 18:4607-18:4608 
-Importers, 18:4605 
-Mitigating circumstances, 18:4606 
-Retailers, 18:4603 
-Wholesalers, 18:4604 
Seizure and forfeiture, 18:4703 
Warning notices, 18:4600-18:4602 

CIGARETTE TAX, 18:4018-18:4105 
Access to Board of Equahzation records, 18:8010 
Adherence of stamps, 18:4049 
Advice, en^oneous, relief from liability, 18:4098 
Affixing meter impressions, 18:4054 
Affixing stamps, 18:4048 
Common carrier delivery reports, 18:4041 
Consumer or user payments, 18:4091 
Destroyed cigarettes, 18:4063 
Destroyed stamps and meters, 18:4062 
Distributors 

-Monthly reports, 18:4031 
-Not engaged in business in state, 18:4011 
-Payment receipts, 18:4092 
-Records, 18:4026 
-Reports 

— Monthly tax reports, 18:4031 
— Sales reports, 18:4034 
-Security, 18:4018 
Exemptions 

-Interstate or foreign commerce, 18:4080 
Foreign commerce, tax exemption, 18:4080 
Franchise Tax Board appeals, 18:5020-18:5024 
-Hearing procedure, 18:5070-18:5086 
-Jeopardy determinations, 18:5030-18:5036 
Hearings, 18:5070-18:5086 
Interstate commerce 

-Common carrier delivery reports, 18:4041 
-Tax exemption, 18:4080 
Inventories, 18:4021-18:4023 
-Monthly inventory, 18:4022 
-Opening inventory, 18:4021 
-Stamps and meter units, 18:4023 
Manufacturers 
-Records, 18:4026 
-Reports, 18:4027 
Meter machines, 18:4051-18:4054 
-Affixing impressions, 18:4054 
-Approval, 18:4051, 18:4052 
— Revocation, 18:4053 
-Inventories, 18:4023 
-Out-of-state business, 18:4099 
-Repair, 18:4052 
-Revocation of approval, 18:4053 
-Standards, 18:4052 
-Transfer, 18:4052 
Out-of-state business, 18:4099 
Payment by electronic funds transfer, 18:4031.1 
Payment receipts, 18:4092 
Purchase of stamps and meter register settings, 
18:4055-18:4060 
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CIGARETTE lAX^coiitiiiiwd 
Purchase of stamps and iiictcr register set- 
tings -(■n;///;;//(Y/ 
C'ash sales, 18:4057 
-Credit purchases, 18:4058-1 S:4060 

- Application lor, 18:4058 

- - Amhori/ation, 1 8:4059 

- Payment. 18:4060 
-Distributor's discount, 18:4055 

Minimum sales, 18:4056 

Units of sale, 18:4056 

Where purchased, 18:4055 
Receipt fur payment, 18:4092 
Records. 18:4026-18:4030, 18:4901 

Access to Board of Hqualization records, 18:8010 
-Distributors, 18:4026 
-Manufacturers, 18:4027 
-Wholesalers, 18:40.30 
Refunds for stamps and meter settings, 

18:4061-18:4067 
-Claim forms, 18:4064 
-Destroyed cigarettes, 18:4063 
-Destroyed stamps and meters, 18:4062 
-Hxported tax-paid tobacco products. 18:4063.5 
-Stolen stamps, meter settings or impressions, 

18:4066 
-Unsalable cigarettes, 18:4065 
-Unused stamps and settings, 18:4061 
Relief from liability. 18:4105, 18:4902 
-Erroneous advice, due to, 18:4098 
Reports and returns, 18:4021-18:4023, 

18:4031-18:4041 
-Common carrier delivery reports, 18:4041 
-Distributors 
-Monthly reports, 18:4031 

- Sales reports, 18:4034 
inventories, 18:4021-18:4023 

-Manufacturers, monthly reports, 1 8:4027 
-Sales reports, 18:4034 
-Stamps and meter units, 18:4023 
Wholesalers monthly reports, 18:4031 
Samples, 18:40.34, 18:4081 
Security of distributor, 18:4018 
Stamps, 18:4047-18:4049 
Stolen stamps, meter settings or impressions, 

18:4066 
Un.salable cigarettes, 18:4065 
Unused stamps and settings. 18:4061 
Vending machines operator's statement, 18:4089 
Wholesalers, records and reports, 18:4026, 

18:4030, 18:4031 

CITATIONS 

Cigarette and tobacco products, licensing require- 

"ments, 18:4501 
-Requests for information and records, 18:4507 

CITIES 

Property tax. Franchise Tax Board appeals, 
18:5050-18:5056 

CLASS ACTIONS 

Franchise Tax Board appeals, claims for refunds, 
18:5024 

CLUBS 

See also NONPROFIT ORGANIZATIONS 
Sales and use tax 
-Gun clubs, 18:1506 
-Membership fees, 18:1584 

COIN SALES 

Sales and use tax, 18:1599 

COKE FOUNDRIES 

Sales and use tax, 18:1530 

COLLEGIATE YOUNG FARMERS 

Sales and use tax, 18:1597 

COMMERCIAL FEED 

Sales and use tax, 18:1587 
-Seller's permits, 18:1699 

COMMERCIAL FISHING 

See FISHING 

COMMON CARRIERS 

See also MOTOR CARRIERS 
Alcoholic beverages records and reports, 18:2540, 
18:2541 



COMMON CARRIERS-^ w//;hwp^ 
Cigarettes delivery reports, 18:4041 
Corporation tax, allocation and apportionment of 

income, 18:251.37-11 
Emergency telephone users surcharge exemption, 

18:2413 
Fuel, use tax exemption, 18:1323 
Sales and use tax 
-Beverage sales, 18:1620.2 
-Lease of transport equipment, 18:1661 
— Excess tax reimbursement, 18:1700 
—Resale, held for, 18:1669 
— Resale certificates, 18:1668 
-Sales to, 18:1621 

-Transportation of property. 18:1628-18:1632 
Use fuel tax exemption. 18:1323 

COMMUNITY CARE FACILITIES 

Sales and use tax, 18:1503 

COMMUNITY PROPERTY 

Gift tax 

See GIFT TAX 
Inheritance tax 

See INHERITANCE TAX 

COMPUTERS 

Property tax assessment, 18:152 

Sales and use tax, 18:1502 

-Data processing services, 18:1502 

-Semiconductors, research and development, 

18:L501.1 
-Software, 18:1.502 
Softwaie 

-Property tax assessment, 18:152 
-Sales and use tax, 18:1502 

CONCESSIONAIRES 

Sales and use tax, 18:1603 
-Seller's permits, 18:1699 
—Form, 18:1699 Appx. A 

CONDOMINIUMS 

Sales and use tax on food services, 18:1603 

CONFIDENTIAL INFORMATION 

See generally ACCESS TO INFORMATION 

CONFLICT OF INTEREST 

Equalization Board, state, 18:6001 

Franchise Tax Board, 18:17000.30, 18:17000.30 

Appx. 
Inheritance tax referees, 18:14772 

CONSTRUCTION 

Buildings, sale of, sales and use tax, 18:1596 
Corporation tax, allocation and apportionment of 

income, 18:25137-2 
-Partnerships, 18:25137-1 
Fuel, use tax exemption, 18:1316 
Mobile homes 

See MOBILE HOMES 
Sales and use tax 

See SALES AND USE TAX 
Use fuel tax exemption, 18:1316 

CONSULATES 

Emergency telephone users surcharge exemption, 

18:2413 
Energy resources surcharge exemption, 18:2316 
Sales and use tax, 18:1619 

CONSULTANTS 

Franchise tax exclusion, 18:23101.5 

Sales and use tax 

-Advertising agencies, 18:1540 

-Computer equipment and programs, 18:1502 

CONTAINERS 

Sales and use tax, 18:1589 

-Packing, loading and shipping material, 18:1630 

CONTRACTORS 

Sales and use tax, 18:1521, 18:1806, 18:1826 
-Research and development contracts, 18:1501.1 

CONTRACTS 

Manufacturers' investment credit 
-Leases, 18:17053.49-6 
-Qualified costs, 18:17053.49-4 
Motor vehicle sales, contract cancellation, sales and 
use tax, 18:1566, 18:1655 



CONTRACTS-( Y)/;/;/i//(7y 

Real estate 
See REAL ESTATE 

CONTROLLED SUBSTANCES 

See DRUGS 

CONTROLLER, STATE 

Contribution disclosure, 18:7002 
Gift tax 

See GIFT TAX 
Inheritance tax 

See INHERITANCE TAX 

CONVENTIONS 

Use tax collection at. 18:1684 

COOPERATIVE HOUSING 

Property tax exemption, 18:135 

COOPERATIVE HOUSING CORPORATIONS 

Property tax. transfer of real property interests, 
reappraisal, 18:462.180 

COPYRIGHTS 

Bank and corporation tax, 18:25120 
-Depreciation deductions, 18:24349(f) 
Gift tax, valuation, 18:15551.15 
Income tax 

-Nonresidents, 18:17952 
— Estate or trust beneficiaries, 18:17953 
-Withholding, 18:18662-2 
Inheritance tax, valuation, 18:13951.12 
Sales and use tax, technology transfer agreements, 
18:1-507 

CORPORATIONS 

Bank and corporation tax 

See BANK AND CORPORATION TAX 
Commencing corporation franchise tax liability, 

18:23222 
Definitions, bank and corporation tax, 18:23038(a) 
Dissolution or withdrawal 
-Franchise tax 
—Effective date, 18:23331 
— Tax clearance certificate, 18:23334 
-Sales and use tax, liability of responsible person, 

18:1702.5 
Franchise tax 

See BANK AND CORPORATION TAX 
Gift tax, 18:15104.7 
Inactive, resuming business, franchise tax, 

18:23281 
Income tax 

See also BANK AND CORPORATION TAX 
-Personal income tax withholding 
— Corporations subject to, 18:18662-13 
— Income subject to, 18:18662-12 
— Procedures. 18:18662-11 
-Receivership, returns, 18:18505-3 
-Recordkeeping requirements, 18:19141.6 
Liquidation, taxation of distributions, 18:24501, 

18:24502 
Mergers, sales and use tax, 18:1595 
Nonprofit organization 

See NONPROFIT ORGANIZATIONS 
Property tax 
-Reappraisal of property transferred between, 

18:462.180 
Receivership, income tax returns, 18:18505-3 
Recordkeeping requirements, income tax purposes, 

18:19141.6 
Reorganizations and recapitalizations, sales and use 

tax, 18:1595 
Resuming business, franchise tax, 18:23281 
Sales and use tax 

-Sale of business or assets, 18:1595 
— Closing returns, 18:1699 
— Successor liability, 18:1702 
-Suspension, liability, 18:1702.6 
-Termination, dissolution, or abandonment, liability 

of responsible person. 18:1702.5 
Suspension 
-Sales and use tax, liability, 18:1702.6 

CORPORATION TAX 

See BANK AND CORPORATION TAX 
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COST RECOVERY 

Bank and corporation lax 
See BANK AND CORPORATION TAX, sub- 
heading: Depreciation deductions 

COUNTIES 

Assessments 
See PROPERTY TAX. subheading: Equalization 

of state assessments, petition 
Equalization boards, county 
See EQUALIZATION BOARDS, COUNTY 
Franchise Tax Board appeals. 18:5050-18:5036 
Sales and use tax 

See SALES AND USE TAX, subheading: Local 
taxes 

COUPONS 

Sales and use tax, 18:1671, 18: 167 LI 
-Excess tax reimbursement, 18:1700 

CREDITS AGAINST TAXES 

See specific type of tax 

CRIMES AND OFFENSES 

Inheritance tax referees, convictions, 18:14772 

CROPS 

See AGRICULTURE 

CRUTCHES 

Sales and use tax, 18:1591 

CUB SCOUTS 

Sales and use tax, 18:1597 

CUSTOMS 

See also Exports; Imports 

Brokers, alcoholic beverages, tax reports, 18:2543 
Duties, bank and corporation tax deductions, 
18:24345-1 



D 



DAIRIES 

Sales and use tax, partial exemption, 18:1533.2, 
18:1533.2 Appx. A 

DEALERS 

Automobile 
See MOTOR VEHICLES 

DEBTS 

See also BAD DEBTS 
Gift tax 
-Permitting statute of limitations to run, 

18:15104.6 
-Release of debt, 18:15104.5 
Inheritance tax 

-Deductions, 18:13983-18:1.3983.4 
-Forgiveness of debt, 18:13601.3 

DEBT SECURITIES 

See SECURITIES 

DECEDENTS 

Gift tax 

-Payment of tax, 18:15901.1 

-Returns, 18:15653 

DEDUCTIONS 

See specific type of tax (e.g., INCOME TAX) 

DEFINITIONS 

Bank and corporation tax 

See BANK AND CORPORATION TAX 
Cigarette and tobacco products, licensing require- 
ments, 18:4500 
Diesel fuel tax. 18:1411-18:1413 
-Records, 18:1470 

Emergency telephone users surcharge, 18:2401 
Equalization boards, county, 18:301 
Gift tax 

See GIFT TAX 
Income tax 

See INCOME TAX 
Inheritance tax 

See INHERITANCE TAX 



DEFINITIONS-t o/(/;»//(y/ 

Joint strike fighter program, income tax 
-Propeny credits, 18:17053.37-2 
-Wage credits, 18:170.53.36-2 
Oil spill prevention and response 
-Fees, 18:2240-18:2242 
Property tax 

See PROPERTY TAX 
Sales and use tax 

See SALES AND USE TAX 
Technology transfer agreements, 18:1507 
Tobacco products, licensing requirements, 18:4500 
Underground storage tank inaintenance fees, 

18^1201 
Use fuel tax 

See USE FUEL TAX 

DELINQUENT TAXES 

Inheritance tax 

See INHERITANCE TAX, subheading: Payment 
Penalties 

See specific type of tax 
Sales and use tax, 18:1703 
Withholding, income tax. 18:18662-4 

DELIVERY SERVICES 

Drop shipments, sales and use tax, 18:1706 

DENTAL LABORATORIES 

Sales and use tax, 18:1506 

DENTISTS 

Sales and use tax, 18:1506 

DEPOSITORIES 

Banks and bankine 
See BANKS AND BANKING 

DEPRECIATION 

Bank and corporation tax 
See BANK AND CORPORATION TAX 

DESCENT AND DISTRIBUTION 

Inheritance lax 
See INHERITANCE TAX 

DESIGNERS, COMMERCIAL 

Sales and use tax, 18:1540 

DEVELOPMENT 

See RESEARCH AND DEVELOPMENT 

DIESEL FUEL TAX 

Blenders, imposition of tax, 18:1420 

Credits 

-Supplier for tax paid twice, 18:1435 

Credits, exports, 18:1430 

Definitions, 18:1411-18:1413 

-Records, 18:1470 

Electronic funds transfer payment, 18:1425, 

18:4905 
Enterers, imposition of lax, 18:1420 
Exemptions, 18:1430-18:1432 
Exports, 18:1430 

Ex-tax diesel fuel, defined, 18:1413 
Farming uses, exemptions, 18:1431 
Forms 
-Supplier to receive refund or credit for tax paid 

twice. 18:1435 
Franchise Tax Board appeals, 18:5020-18:5024, 

18:5070-18:5086 
-Jeopardy determinations, 18:5030-18:5036 
Highway, defined. 18:1411 
Imposition of lax, 18:1420-18:1422 
Liability 
-Reliance on written advice, relief from liability, 

18:1422 
-Successor, 18:1421 
Lost fuel in course of handling, transportation or 

storage, refunds, 18:1433 
Off-highway use, exemptions, 18:1432 
Payment by electronic funds transfer, 18:1425, 

18:4905 
Position holders, imposition of lax, 18:1420 
Power take-off equipment, exemptions, 18:1432 
Records, 18:1470, 18:4901 
Refiners, imposition of tax, 18:1420 
Refunds 

-Exports, 18:1430 

-Lost fuel in course of handling, transportation or 
storage, 18:1433 



DIESEL FUEL JAX-coiitiniied 

Rcfunds-contiiniecl 

-Off-highway uses, 18:1432 

-Power take-off equipment uses, 18:1432 

-Supplier for tax paid twice, 18:1435 

Reimbursement claims, taxpayer bill of righis. 

18:5090-18:5095 
Relief from liability, 18:4902 
-Reliance on written advice, 18:1422 
Returns, 18:1436 
-Suppliers, 18:1420 
Sales and use tax. 18:1.598 
-Prepayment exemption certificates, 18:1598.1 
Successor liability, 18:1421 
Suppliers 

-Imposition of tax, 18:1420 
-Refund or credit for tax paid twice, 18:1435 
Suppliers, imposition of tax, 18:1420 
Tax-paid diesel fuel, defined, 18:1413 
Terminal operators, imposition of tax, 18:1420 
Throughpulters, imposition of lax, 18:1420 
United States government agencies and instrumen- 

lalities, exemptions for sales to. 18:1434 

DISABILITY 

Veterans 
See VETERANS 

DISABLED PERSONS 

Vehicles for physically handicapped, sales and use 

lax, 18:1591.3 
Veterans, property lax exemptions, 18:135 

DISCLOSURE 

Equalization board, state, public records 
-Board determination, 18:8008 

DISCLOSURE OF INFORMATION 

See ACCESS TO INFORMATION 

DISCOUNTS 

Cash discounts, sales and use tax, 18:1671, 
18:1671.1 

DISTILLED SPIRITS 

See ALCOHOLIC BEVERAGE TAX 

DISTRIBUTIVE EDUCATION CLUBS OF AMER- 
ICA 

Sales and use tax, 18:1597 

DIVIDENDS 

See also SECURITIES 
Bank and corporation tax, 18:25120 
-Deductions, 18:24402 
— Waler's-edge group, 18:24411 
-Patronage dividends, 18:24273.5 
income lax 

-Information returns, 18:18631-18681(a) 
-Patronage dividends, 18:17086 
— Information returns, 18:18640 
-Withholding, 18:18662-2 

DOMESTIC PARTNERS 

Sales and use lax. relief from liabiHty, 18:1705.1 

DROP SHIPMENTS 

Sales and use lax, 18:1706 

DRUGS 

Sales and use tax, 18:1591 
-Veterinarians, 18:1587 

DUMPS 

Sales and use tax, transportation of material, 
18:1628 

DUTIES, CUSTOM 

See CUSTOMS 

DWELLINGS 

See HOUSING 



E 



EDUCATIONAL INSTITUTIONS 

See SCHOOLS AND SCHOOL DISTRICTS 
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ELDERLY PERSONS 

Sales and use tax, food services, 18:1603 

ELECTRIC COMPANIES 

Assessment of eleetric generation facilities, 18:905 
Hnergy resources surcharge 
Sec HNHRGY RHSOURCHS SURCHARGE 

ELECTRONIC FUNDS TRANSFERS (EFTs) 

Alcoholic beverage tax payment, 18:2.S20 

Cigarette tax payments, 18:4031.1 

Diesel fuel tax payment, 18:1425 

Klcctric company energy resources surcharge pay- 
ment. 18:2333 

Fee collection procedures law, 18:3503 

Integrated waste management fees, payment, 
18:3303 

Miscellaneous business taxes, 1 8:4905 

Motor vehicle fuel tax payment, 18:1160 

Oil spill prevention and response fees, payment, 
18:2257 

Sales and use tax, 18:1707 

Telephone service 

-Hniergeney telephone users surcharge payment, 
18:2425 

-Universal telephone service tax payment, 18:3005 

Underground storage tank maintenance fees, 
18ri214 

Use fuel tax payment. 18:1331.2 

ELEMENTARY SCHOOLS 

See SCHOOLS AND SCHOOL DISTRICTS 

ELEVATORS 

Sales and use tax, 18:1521 

EMERGENCY TELEPHONE USERS SUR- 
CHARGE 

See TELKPHONK COMPANIES 

EMINENT DOMAIN 

Property tax reappraisal, 18:462.500 

EMPLOYERS AND EMPLOYEES 

Food services provided by employer, sales and use 
tax, 18:1603 

ENCUMBRANCES 

See LIENS 

ENERGY RESOURCES SURCHARGE, 

18:2300-18:2343 
Applicability, 18:2300, 18:2315 
Banks, exemption, 18:2316 
Collection, 18:2300-18:2304 
Consulates and members, exemption, 18:2316 
Deductions, worthless accounts, 18:2304 
Due dates, 18:2301 
Electric utilities, exemption, 18:2317 
Exemptions and exclusions, 18:2315-18:2317 
Franchise Tax Board appeals, 18:5020-18:5024 
-Hearing procedure, 18:5070-18:5086 
Indian reservations, exemption, 18:2316 
Insurance companies, exemption, 18:2316 
Liability, 18:2302 
-Worthless accounts, 18:2304 
Payable dales, 18:2301 
Payment by electronic funds transfer, 18:2333, 

18:4905 
Records, 18:2343, 18:4901 
Red Cross consumption, exemption, 18:2316 
Registration of utihty, 18:2329 
Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
Relief from liability, 18:2303, 18:4902 
Reports, 18:2332 
Returns 

-Consumer, 18:2331 
-Utility, 18:2330 

United States government, exemption, 18:2316 
Worthless accounts, 18:2304 

ENTERPRISE ZONES 

Bank and corporation tax 
-Joint strike fighter program 
--Property credits, claiming, 18:23637-11 
--Wage credits, claiming, 18:23636-9 
-Property previously qualified, recapture of deduc- 
tion. 18:24356.7-1 



ENTERPRISE ZONES-cw(/(/u/ff/ 

Income tax 

-Joint strike fighter program 
--Property credits, claiming, 18:17053.37-11 
— Wage credits, claiming, 18:17053.36-9 
-Property previously qualified, recapture of deduc- 
tion, 18:17267.2-1 

ENTERTAINMENT INDUSTRY 

See MOTION PICTURE PRODUCTION 

EQUALIZATION BOARD, STATE 

Access to records, 18:8000-18:8016 

-Board determination of disclosure, 18:8008 

-Business taxes, 18:8010 

-Copying costs, 18:8006 

-Disclosure policy, 18:8002 

-Franchise tax appeals. 18:8014 

-Income tax appeals, 18:8014 

-Other public records, 18:8016 

-Property taxes. 18:8012 

-Purpose. 18:8000 

-Requests. 18:8004 

-Scope, 18:8000 

Alcoholic beverage tax 

See ALCOHOLIC BEVERAGE TAX 
Annotations use pohcy, 18:5200 
Audit manuals, public access, 18:8010 
Bank and corporation tax appeals 

See FRANCHISE TAX BOARD APPEALS 
Business tax hearings. 18:5020-18:5024 
-Contribution disclosure, 18:7001-18:7011 
-Franchise Tax Board appeals, 18:5070-18:5086 
Cigarette tax 

See CIGARETTE TAX 
Conflict of interest code, 18:6001 
Contribution disclosure, 18:7001-18:7011 
-Controller, state, 18:7002 
-Definitions 

— Adjudicatory proceedings, 18:7003 
— Agents, 18:7005 
— Contributions, notice of, 18:7011 
— Contributions, receipt of, 18:7007 
— Contributions, return of, 18:7010 
--Disclosure, 18:7009 
— Disqualification, 18:7008 
— Knowledge of financial interest, 18:7008 
— Members of the Board, 18:7002 
— Notice of contributions, 18:7011 
—Participants, 18:7006, 18:7008 
—Party, 18:7004 

— Receipt of contributions, 18:7007 
— Return of contributions, 18:7010 
-Prohibitions, 18:7008 
Diesel fuel tax, 18:1411-18:1470 

See also DIESEL FUEL TAX 
Energy resources surcharge 

See ENERGY RESOURCES SURCHARGE 
Franchise Tax Board appeals, 18:5010-18:5095 

See aha FRANCHISE TAX BOARD APPEALS 
Hearings 
-Adjudicatory proceedings, contribution disclosure, 

18:7003 
-Reimbursement claims, 18:5090 
— Oral hearings, 18:5094 
Income tax appeals 

See FRANCHISE TAX BOARD APPEALS 
Jeopardy determination hearings 

See FTIANCHISE TAX BOARD APPEALS 
Motor vehicle fuel license tax 

See MOTOR VEHICLE FUEL LICENSE TAX 
Notice 

-Contribution disclosure, 18:7011 
-Reimbursement claims, decision, 18:5095 
Oil spill prevention and administration fees, 

18:2231-18:2257 
Property tax 

See PROPERTY TAX 
Records 

-Contribution disclosure, 18:7009 
-Public access to, 18:8000-18:8016 
Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
-Applicable taxes, 18:5090 
-Claim procedure, 18:5093 



EQUALIZATION BOARD, STATE (y^/;//////<y/ 
Reimbursement claims, taxpayer bill of 

rights-cy^;)/;>;;/('<'/ 
-Definitions, 18:5090 
-Eligible claims, 18:5091 
-Heai-ings, 18:5090 
-Notice of decision, 1 8:5095 
-Oral hearing. 18:5094 
-Reasonable fees. 18:5092 
Sales and use tax 

See SALES AND USE TAX 
Senior citizens property tax assistance appeals 

See FRANCHISE TAX BOARD APPEALS 
Timber yield tax hearings. 18:5070-18:5086 
Universal telephone service tax credits, 18:2610 
Use fuel tax 

See USE FUEL TAX 

EQUALIZATION BOARDS, COUNTY, 

18:.301 -18:326 
Alternate members. 18:308.6 
Definitions, 18:301 
Hearings, equalization of assessments, 

18:309-18:323 
Jurisdiction, 18:302, 18:324 
Members. 18:308.6 
Powers and duties, 18:302 
Subpoenas, issuance, 18:322 

EQUIPMENT AND TOOLS 

Agricultural 
See AGRICULTURE 
Manufacturers' investment credit 
-Bank and corporation tax, 18:23649-5 
-Income tax, 18:17053.49-5 

ESCHEATED PROPERTY 

Inheritance tax, 18:14515 

ESTATES 

Income tax 

See INCOME TAX 
Inheritance tax 

See INHERITANCE TAX 
Property tax, reappraisal, 18:462.060 

ESTIMATED TAX 

Bank and corporation tax 
See BANK AND CORPORATION TAX 

ETHANOL 

Use tax 
See USE FUEL TAX 

ETHICS 

Inheritance tax referees, 18:14772 

EVIDENCE 

See also WITNESSES AND TESTIMONY 
Bank and corporation tax 
-Charitable contributions, 18:24357-1 
-Exemptions, 18:23701 
Equalization Board hearings 

See EQUALIZATION BOARD, STATE, sub- 
heading: Hearings 
Franchise Tax Board appeals, 18:5079 
Gift tax 

-Charitable exemption, 18:15442.8 
-Intangibles exemption, 18:15451 
Income tax, nonresidence, 18:17014 
Inheritance tax 

See INHERITANCE TAX 
Property tax, equalization of county assessment, 
18:305.1, 18:313, 18:321 

EXCISE TAXES, FEDERAL, 18:1617 

EXECUTORS AND ADMINISTRATORS 

Inheritance tax 

-Bequest or devise to executor, 18:13603 

-Deductions, 18:1 3988- 1 8: 1 3988.3 

EXEMPTION FROM TAX 

See specific type of tax (e.g., SALES AND USE 
TAX) 

EXPORTS 

Diesel fuel tax, 18:1430 
Sales and use tax, 18:1620 

EXTENSIONS OF TIME 

See specific type of tax 
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EYEGLASSES 

Sales and use lax, 18:LS92 
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FACTORIES 

Sales and use tax 
Sec SALES AND USE TAX, subheading: Manu- 
faeturers, producers, and processors 

FACTORY-BUILT HOUSING 

Sales and use tax. 18:1521, 18:152L4 

FALSE STATEMENTS 

See FRAUD 

FAMILY 

Children 

See CHILDRKN 
Homes 

See HOUSING 
Husband and wife 

See SPOUSES 

FARMS AND FARMING 

Sec AGRICULTURE 

FEDERAL INCOME TAX 

Changes in, deficiency assessments of state tax, 
18:18586.3 

FEE COLLECTION PROCEDURES LAW 

Payment by electronic funds transfer, 18:3503 

Records, 18:3501 

Relief from liability, 18:3502 

FEES 

Bank and corporation tax 

See BANK AND CORPORATION TAX 
Exjualization board, state 
-Records, copying costs, 18:8006 
Franchise Tax Board 

See FRANCHISE TAX BOARD 
Integrated waste management fees 
-Jeopardy determinations, Franchise Tax Board 

Appeals, 18:5030-18:5036 
-Records, 18:3301 
-Relief from liability, 18:3302 
Oil spill prevention and administration fees, 

18:2231-18:2257 
Undereround storage tanks, maintenance fees, 
18ri201-18:1271 

FERTILIZERS 

Corporation tax deductions, 18:24377(a), 

18:24377(b) 
Sales and use tax, 18:1588 

FIDUCIARIES, INCOME TAX 

Refund claims, 18:19322 

Returns, 18:18505-1 

-Time for filing, 18:18505-4 

— Automatic extension, 18:18567 

FILM MAKING 

See MOTION PICTURE PRODUCTION 

FINANCIAL INSTITUTIONS 

Banks 

See BANKS AND BANKING 
Taxation 

See BANK AND CORPORATION TAX 
Underground storage tanks, maintenance fees; 
exemptions, 18:1220 

FINANCIAL STATEMENTS 

See ACCOUNTS AND ACCOUNTING 

FINISHERS 

Sales tax, 18:1524 

FISH 

Sales and use tax, 18:1587 

FISHING 

Corporation tax, allocation and apportionment of 

income, 18:25137-5 
Property tax on boats, four percent assessment, 

18:151 



FlSH\tiG-<()iitiiuie(l 
Sales and use tax 
-Boats, 18:1594 
-Fuel, 18:1594 

FIXTURES 

Property tax, 18:122.5 
Sales and use tax, 18:1596 
-Construction contractors, 18:1521 

FLORISTS 

Sales and use tax, 18:1571 

FOOD 

Sales and use tax 
See SALES AND USE TAX 

FOOD PLANTS 

Sales and use tax, partial exemption, 18:1533.2, 
18:1533.2 Appx. A 

FOOD SERVICE ESTABLISHMENTS 

Sales and use tax 
See SALES AND USE TAX 

FOOD STAMPS 

Sales and use tax exemption, 18:1603 

FORECLOSURE 

Property tax, reappraisal requirements, 18:462.120 
Sales and use tax, 18:1573 

FOREIGN COMMERCE 

Cigarettes, tax exemption, 18:4080 
Property tax, goods in transit, situs, 18:203 
Sales and use tax 
See SALES AND USE TAX 

FOREIGN CORPORATIONS 

Bank and corporation tax 
See BANK AND CORPORATION TAX 

FOREIGN COUNTRIES 

Consulates 

See CONSULATES 
Sales and use tax 

See SALES AND USE TAX 

FORESTRY 

Timber operations 
See generally TIMBER AND TIMBERLANDS 

FORMS 

Motor vehicle fuel license tax, jet fuel sale exemp- 
tion, 18:1137 
Sales and use tax 
-Aircraft exemption certificates 
— Local taxes, 18:1803 

— Transactions taxes, 18:1823.5, 18:1825 Appx. 
-Animal feed exemption certificates, 18:1597 
-Automotive repair dealers, use tax exemption for 

resale items, 18:1668 Appx. B 
-Boat exemption certificates, 18:1594 
— Transactions taxes, 18:1823.5 
-Common carriers, exemption certificate for sales 

to, 18:1621 
-Concessionaires, certification of permit, 18:1699 

Appx. A 
-Direct payment exemption certificates, 18:1699.5 
-Factory-built housing exclusion certificate, 

18:1521.4 
-Fuel 

— Aircraft exemption certificates, 18:1598 
— Importer's or producer's federal excise taxes, 

exclusion certificates, 18:1598 
-Interstate or foreign commerce air carrier food 

services, exemption certificates, 18:1603 
-Manufacturer's exemption certificate, 18:1525.2 

Appx. A 
-Manufacturer's use tax declaration, 18:1525.2 

Appx. B 
-Military installation exemption certificates, 

18:1614 
-Mobile home residence purchase, exemption cer- 
tificates, 18:1610.2 
-Motor vehicle exemption certificates, transactions 

taxes, 18:1823.5 
-Newspaper and periodical components, exemption 

certificate, 18:1590 
-Printed sales messages, exemption certificate, 

18:1541.5 



FORlAS-ioutimtcd 

Sales and use lixx-cuntimied 

-Resale certificates, 18:1668 Appx. A 

-Teleproduction and postproduction equipment 

— Blanket exemption certificate, 18:1532 Appx. B 

— ELxemption certificate, 18:1532 Appx. A 

-Trucks and trailers for use in interstate or 

out-of-state conmnerce, exemption certificate, 
18:1620.1 Appx. 
Underground storage tank maintenance fee pay- 
ments 
-Statement of operator, 18:1213 Exh. B 
-Statement of owner, 18:1213 Exh. A 
Use fuel tax, off-highway use exemption certifi- 
cate, 18:1320 

FOUNDRIES, COKE 

Sales and use tax. 18:1530 

4-H CLUBS 

Sales and use tax, 18:1597 

FOWL 

Sales and use tax, 18:1587 

FRANCHISE TAX 

See BANK AND CORPORATION TAX 

FRANCHISE TAX BOARD, 18:17000.10-18:26426 
Appeals from 

See FRANCHISE TAX BOARD APPEALS 
Audits, 18:19032 
-Water" s-edge group, allocation of income, 

18:25114 
Bank and corporation tax 

See BANK AND CORPORATION TAX 
Conflict of interest, 18:17000.30 
-Disclosure categories, 18:17000.30 Appx. 
-Employee designations, 18:17000.30 Appx. 
Executive officer 

-Appointment and removal, 18:17000.11 
-Powers and duties, 18:17000.10 
Fees 

-Appeals, 18:5083 
-Bank and corporation tax 
— Exemption application, 18:23701 

Reapplication, 18:23776, 18:23778 

— Unrelated business income tax on exempt orga- 
nization, filing of return. 18:23772 
-Specialized tax services, 18:19591 
Income tax 

See INCOME TAX 
Joint strike fighter tax credits 

See JOINT STRIKE FIGHTER PROGRAM 
Meetings 

-Public record, 18:5085 
-Quorum, 18:5072 
Powers and duties, 18:17000.11 
-Executive officer, 18:17000.10 
Rules and regulations, adoption, 18:17000.11 

FRANCHISE TAX BOARD APPEALS, 

18:5010-18:5095 
Access to board records and files, 18:5083 
Appeals from, 18:5075.1, 18:5076.1, 18:5082.1 
Briefs, 18:5075, 18:5075.1 
Burden of proof, 18:5080 
Business taxes, 18:5020-18:5024 
-Hearing procedure, 18:5070-18:5086 
-Jeopardy determinations, 18:5030-18:5036 
Claims for refunds, 18:5022 
-Combined claims on behalf of class of taxpayers, 

18:5024 
Conferences, 18:5023 
-County, city, or municipal corporation taxable 

property, 18:5054 
County, city, or municipal corporation taxable 

property, 18:5050-18:5056 
-Applications for review, equalization, and adjust- 
ment, 18:5050 
—Answers, 18:5053 
—Filing, 18:5052 
—Form, 18:5051 

— Prehearing conferences, 18:5054 
— Time requirements, 18:5052 
-Board appraised property, 18:5056 
-Definitions, 18:5050 
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FRANCHISE TAX BOARD APPEfiiLS-contiinied 
County, city, or municipal corporation taxable 

pTopcrty-coiilinued 
-Hearings, 18:5030 
-Notice of hearing, 18:5055 
-Petitions, 18:5082, 18:5082.2 
Decision, 18:5081, 18:5082 
Deferrals, 18:5076.1 
Definitions, 18:5010 
-County, city, or municipal corporation taxable 

property, 18:5050 
-Hearing.s, 18:5070 

-Private railroad car companies, 18:5040 
-Welfare exemptions, 18:5060 
Hvidence, 18:5079 
-Burden of proof. 18:5080 
Fees, 18:5083 

Filing of appeal, 18:5010, 18:5083 
Form of appeal, 18:5012 
Hearings 

-Allocation. 18:5077 
-Briefs, 18:5075 
-Consolidation, 18:5074 
-County, city, or municipal corporation taxable 

property. 18:5050 
-Decision, 18:5081 
-Definitions, 18:5070 
-Evidence, 18:5079 
-Failure to appear, 18:5076 
-Finality of decision, 18:5082 
-Jeopardy determination, 18:5030-18:5036 
-Notice, 18:5076 
-Notice of hearing, 18:5055 
-Order of presentation, 18:5079 
-Place, 18:5076 
-Postponement, 18:5076 

-Private raih-oad car companies, 18:5040. 18:5043 
-Procedure, 18:5010, 18:5070-18:5086 
-Quorum, 18:5072 
-Rehearings, 18:5082, 18:5082.1 
-Representation, 18:5073 
-Scope, 18:5078 

-Timeliness of documents, 18:5074.5 
-Voting procedure for decisions, 18:5081 
-Waiver, 18:5076 

-Welfare exemptions, 18:5060-18:5063 
-Witnesses, 18:5079 

Jeopardy determination hearings, 18:5030-18:5036 
-Administrative hearing order, 18:5035 
-Application for administiative hearing, 18:5032 
— Effect on seized property, 18:5033 
-Definitions, 18:5030 
-Notice, 18:5036 
-Petitions 

—Late filing, 18:5032 

— Redetermination and stay of collection, 18:5031 
-Procedure, 18:5034 

Multiple taxpayers involved in appeal, 18:5012 
Nonprofit organizations, welfare exemption, 

18:5060-18:5064 
Notice, 18:5079 
-County, city, or municipal corporation taxable 

property, 18:5055 
-Hearings, 18:5076 

-Jeopardy determination hearings, 18:5036 
Petitions, 18:5021 
-Defined, 18:5070 

-Jeopardy determination hearings, 18:5031 
-Private railroad car companies, 18:5040-18:5043 
-Property tax, 18:5082, 18:5082.2 
— Reassessment, hearings, 18:5040-18:5043 
-Rehearings, 18:5082, 18:5082.1 
-Welfare exemptions, 18:5062, 18:5063 
Powers of attorney, 18:5073 
Private railroad car companies, 18:5040-18:5043 
Property tax, petitions for reassessment, 

18:5040-18:5043 
Public utilities, allocated values, 18:5040-18:5043 
Quorum for meetings, 18:5072 
Records, 18:5083, 18:5085 
-Public access, 18:8014 
Rehearings, 18:5082, 18:5082.1 
Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 



FRANCHISE TAX BOARD APPEALS-i-ontinued 

Stipulation of facts, 18:5079 

Subpoenas. 18:5083, 18:5086 

Tax defined, 18:5070 

Taxpayers defined, 18:5070 

Timber yield taxes, 18:5020-18:5024 

-Hearing procedure, 18:5070-18:5086 

Time requirements, 18:5011 

-County, city, or municipal corporation taxable 

property, 18:5052 
-Filing documents, 18:5074.5 
-Private railroad car companies. 18:5042 
-Property tax reassessment petitions, 18:5042 
-Public utilities, allocated value petitions, 18:5042 
-Welfare exemptions, 18:5062 
Voluntary disinissal of appeals from, 18:5076.1 
Waivers 

-Hearings, 18:5076 
-Property tax welfare exemptions, oral hearings. 

18:5064 
Welfare exemptions. 18:5060-18:5064 
-Definitions, 18:5060 
-Hearing petition, 18:5063 
-Hearing procedure, 18:5070-18:5086 
-Hearings, 18:5060 
-Oral hearings. 18:5064 
-Petitions. 18:5063 
-Supplementary material. 18:5061 
-Time requirements, 18:5062 
— Application for additional time, 18:5061 
Witnesses, 18:5079 
-Subpoenas, 18:5086 

FRATERNAL BENEFIT SOCIETIES 

Sales and use tax on food services. 18:1603 

FRAUD 

Gift tax returns, 18:15654 
-Deficiency determination, 18:15802 
-Penalties, 18:15961 
Sales and use tax, 18:1703 

FUELS 

See also OIL AND GAS 
Aircraft jet 

-Local sales and use taxes, 18:1802 
Diesel fuel tax, 18:1411-18:1470 

See also DIESEL FUEL TAX 
Motor vehicles 

See MOTOR VEHICLES 
Sales and use tax 
-Aircraft, 18:1598 
-Commercial fishing, 18:1594 
-Common carriers, sales to, 18:1621 
-Gasoline, 18:1598 
-Motor vehicles, 18:1598 
Taxation 

-Access to Board of Equalization records, 18:8010 
Use fuel tax, 18:1301-18:1334 

See also USE FUEL TAX 

FUNERALS 

Pre-need arrangements, sales and use tax, 18:1505 

FURNITURE 

Sales and use tax 
-Modular systems, 18:1583 
-Reupholstering, 18:1550 

FURS 

Sales and use tax 

-Dressers and dyers, 18:1531 

-Repair, alteration and remodeling, 18:1549 

FUTURE BUSINESS LEADERS OF AMERICA 

Sales and use tax, 18:1597 

FUTURE FARMERS OF AMERICA 

Sales and use tax, 18:1597 

FUTURE HOMEMAKERS OF AMERICA 

Sales and use tax, 18:1597 
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GAS 

See GASOLINE TAX; OIL AND GAS 

GASOLINE TAX 

License tax. 18:1101-18:1178 
See also MOTOR VEHICLE FUEL LICENSE 

TAX 
Sales and use tax. 18:1598 

GEOTHERMAL ENERGY 

Property tax. valuation, 18:473 

GIFTS 

Sales and use tax, 18:1670 

GIFT TAX, 18:15103-18:16563 

Alien nonresident donor, specific exemption inap- 
plicable. 18:15421. 18:15425 

Animals, care of; exemption. 18:15442.6 

Annual exemptions. 18:15401-18:15402 

Annuities, 18:15104.10 

-Contract 

— Property description, 18:15656.1 

—Valuation. 18:15558 

Assignment, 18:15558.1 

-Joint life annuity, valuation. 18:15552.2 

-Life annuity, valuation, 18:15552.1-18:15552.3 

-Term annuity, valuation, 18:15552.4 

-Valuation, 18:15552, 18:15552.8 

—Contract, 18:15558 

Assignment, 18:15558.1 

—Joint life annuity, 18:15552.2 

—Life annuity, 18:15552.1-18:15552.3 

— Present value exceeds value of fund, 18:15552.6 

— Term annuity, 18:15552.4 

Applicability of tax, 18:15103-18:15103.2, 
18:15104-18:15106 

-Nonresident donors, 18:15103.2 

-Resident donors, 18:15103.1 

-Tax-exempt securities, 18:15103.10 

Appraisals 
See Valuation, this heading 

Assignment 

-Annuity contract, valuation, 18:15558.1 

-Life insurance, valuation, 18:15558.2 

Bank accounts, joint, 18:15104.3 

-Transfer to third party, 18:15104.4 

Business interest, valuation, 18:15551.14 

Cemetery plot care, exemption, 18:15442.3 

Charitable exemptions 
See Exemptions, this heading 

Charitable organization, gift to; exemption, 
18:15442 

Children, transfers by or to, 18:15104.12 

-Residence, 18:15103.5 

Community property, 18:15301-18:15310 

-Joint tenancy, transfer to, 18:15104.2 

-Presumption, 18:15306 

-Property description, 18:15656.3 

— Separate property transferred to community 
property, 18:15656.4 

-Quasi-community property 

— Community property, transfer to, 18:15303.50 

— Property description, 18:15656.3 

— Spouse, transfer to, 18:15301.50 

— Third person, transfer to, 18:15302.50 

-Records, 18:15656.6 

-Separate property transferted to 

— Property description, 18:15656.4 

—Valuation, 18:15551.3 

-Spouse, transfer to, 18:15301 

— Quasi-community property, 18:15301.50 

—Valuation, 18:15551.2 

-Third person, transfer to. 18:15302 

— Quasi-community property, 18:15302,50 

-Valuation 

— Separate property transferted to, 18:15551.3 

— Spouse, transfer to, 18:15551.2 

Computation, 18:15204-18:15211 
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GIFT TAX-iontiniied 

Compulauon-ioii tinned 

-Contingent or conditional gift, 18:15210 

-Method, 18:15204 

-Several gifts part of one transaction, 18:15211 

Coniidentiality, 18:16563 

Contingent or conditional gift, 18:15210 

-Lien for taxes, termination, 18:16068 

-Refunds, 18:16223 

-Valuation. 18:15552. 18:15552.9, 18:15556 

Copyright, valuation, 18:15551.15 

Corporate property, 18:15104.7 

Death of donor 

-Payment of tax, 18:15901.1 

-Returns, 18:15653 

Debt 

-Permitting statute of limitations to run, 

18:15104.6 
-Release, 18:15104.5 
Deferment of tax, contingent or conditional gift, 

18:15210 
Deferred gift, valuation, 18:15552.5 
Deficiency determination, 18:15801-18:15807 
-Action to recover payment, 18:16251 
-Amendment, 18:15807 
— Erroneous determination, 18:15803 
-Erroneous determination, 18:15803 
-False or fraudulent return or no return filed, 

18:15802 
-Notice, 18:15804 
-Refund of payment. 18:16251 
-Time of determination. 18:15801.1 
— Erroneous determination, amendment, 18:15803 
— False or fraudulent return or no return filed, 

18:15802 
Definitions, 18:15103-18:15118 
-Charitable exemptions, 18:15442.1 
-Donee, 18:15109 
-Future interest, 18:15103.9 
-Intangible personal property, 18:15103.3 
-loint tenancy, 18:15103.8 
-Market value, 18:15551 
-Net gift, 18:15118 
-Nonresident, 18:15103.7 
-Property, 18:15103-18:15103.3 
-Residence, 18:15103.4-18:15103.7 
-Transfers, 18:15104-18:15106 
Delinquency 
-Date, 18:15905 
-Interest, 18:15681, 18:15961 
Determination 

See Deficiency determination, this heading 
Donee 

-Definition. 18:15109 
-Returns, 18:15671 

— Military member as donee, 18:15675 
Donor returns 

See Returns, this heading 
Educational charitable gift, exemption, 18:15442.4 
Encumbrance or lien 
-Property description, 18:15656.2 
-Valuation, 18:15551.1 
Evidence 

-Charitable exemption, 18:15442.8 
-Intangibles exemption, 18:15451 
Exemptions. 18:15401-18:15451.1 
-Animals, care of, 18:15442.6 
-Annual, 18:15401-18:15402 
—Applicability, 18:15401 
—Exclusions, 18:15402 
—When taken, 18:15401.1 
-Cemetery plot care, 18:15442.3 
-Charitable, 18:15441-18:15442.8 
— Animals, care of, 18:15442.6 
— Cemetery plot care, 18:15442.3 
— Charitable organization, gift to, 18:15442 
—Definitions, 18:15442.1 
— Educational charitable gift, 18:15442.4 
—Evidence, 18:15442.8 
— Indigent and dependent people, care of, 

18:15442.5 
— Political promotion, 18:15442.7 
— Public corporations, gift to, 18:15441.2 
—Records, 18:15656.6 



GIFT TAX-rontiinted 

ExempUons-cotitinued 

-Chantablc—continued 

— Religious charitable gift, 18:15442.2 

—State, gift to, 18:15441 

—United States, gift to, 18:15441.1 

-Charitable organization, gift to, 18:15442 

-Educational charitable gift, 18:15442.4 

-Evidence 

— Charitable exemption, 18:15442.8 

—Intangibles, 18:15451 

-Indigent and dependent people, care of, 
18:1.5442.5 

-Intangibles 

— Evidence, 18:15451 

— Foreign state or country, definition. 18:1.5451.1 

— Records, 18:15656.6 

-Political promotion, 18:15442.7 

-Public corporations, gift to, 18:15441.2 

-Religious charitable gift, 18:1.5442.2 

-Specific, 18:1.5421-18:1.5427 

— Applicability, 18:15426 

Lowest tax rate bracket, 18:15426.1 

— Change, 18:15427 

— Entitlement, 18:1.5421 

-State, gift to, 18:15441 

-United States, gift to, 18:15441.1 

Forms, donor returns, 18:15656 

Future interest 

-Definition, 18:15103.9 

-Valuation, 18:15552, 18:15552.9 

Good will, valuation, 18:15551.11, 18:15551.12 

Growing crop, valuation, 18:15551.16 

Inadequate consideration, transfer for, 18:15106 

Incompetent person, transfer by or for, 18:15104.13 

-Returns, 18:15653 

Indigent and dependent people, care of, exemption, 
18:15442.5 

Inheritance tax 

-Credits, 18:14071 

-Deductions, 18:13987.2 

Intangible personal property 

-Definition, 18:15103.3 

-Exemption 

—Evidence, 18:1.5451 

— Foreign state or country, definition, 18:15451.1 

—Records, 18:15656.6 

Interest, 18:15681, 18:15905, 18:15961 

Joint donors, returns, 18:15651.1 

Joint life estate, income, or annuity, valuation, 
18:15552.2 

Joint tenancy 

-Community property, transfer to, 18:15104.2 

-Definition, 18:15103.8 

-Separate property transferred into, 18:15104.3 

-Spouses 

— Transfer between, 18:15104.50 

— Transfer to third party, 18:15104.51 

-Third party, transfer to, 18:15104.4 

Liability, 18:15901 

-Deceased donor or donee, 18:15901.1 

-Donee, 18:15671 

Lien for taxes, 18:16066-18:16068 

-Contingent interests, termination of lien, 18:16068 

-Release or subordination, 18:16066 

—Certificate, 18:16067 

Life estate, income, or annuity, valuation, 
18:15552.1-18:1.5552.3, 18:15552.8 

Life insurance, 18:15104.9 

-Property description, 18:15656.1 

-Records, 18:15656.6 

-Valuation, 18:15558 

— Assignment, 18:15558.2 

Limited estate, valuation, 18:15552, 18:155.52.9 

Marital property declaration, 18:15306 

Married women, residence, 18:15103.5 

Military member as donor or donee, time exten- 
sions, 18:15675 

Net gift, definition, 18:15118 

Nonresident donor 

-Aliens, specific exemption inapplicable, 18:15421, 
18:15425 

-Definition, 18:15103.7 

-Return, 18:15651 



GIFT TAX-fontiniied 

Notes and accounts receivable 

-Property description, 18:15656.1 

-Valuation, 18:15551.13 

Notice 

-Deficiency determination, 18:15804 

-Withholding by third party, 18:16101 

Overpayments, refunds, 18:16221 

Patent, valuation, 18:1 555 1.15 

Payment, 18:1.5901-18:15906 

-Contingent or conditional gift, 18:15210 

—Refunds, 18:16223 

-Deceased donor or donee, 18:15901.1 

-Delinquency 

—Date, 18:15905 

—Interest, 18:1.5681, 18:1.5961 

-Extension of time, 18:15905 

— Military member, 18:15675 

-Judicial declaration of excess payment, refunds, 

18:16222 
-Liability. 18:L5901 

— Deceased donor or donee, 18:15901.1 
—Donee, 18:1.5671 
-Manner of, 18:1.5906 

-Military member, by, extension of time, 18:15675 
-Oveipayment, refunds, 18:16221 
-Place of, 18:15906 
-Withholding by third party, 18:16101 
Penalties, 18:15654 

-Failure to file return, 18:1.5681, 18:15961 
Political promotion, exemption, 18:15442.7 
Presumptions, community property, 18:15306 
Property, definitions, 18:15103-18:15103.3 
Public corporations, gift to; exemption, 18:1.5441.2 
Quasi-community property 

See Convmunity property, this heading 
Real property 

-Property description, 18:15656.1 
-Records, 18:15656.6 
-Valuation, 18:15551.4 
— Local assessed value, 18:15551.5 
Records, 18:15656.5 
-Retention. 18:156.56 
-Supplemental documents, 18:15656.6 
Refunds. 18:16221-18:16251 
-Application for, 18:16223.1 
-Contingency valuation, 18:16223 
-Deficiency determination payment, recovery, 

18:16251 
-Judicial declaration of excess payment, 18:16222 
-Overpayments, 18:16221 
Release of debt, 18:15104.5 
Religious charitable gift, exemption, 18:15442.2 
Remainder, valuation, 18:15552.7, 18:15552.8 
Residence, 18:15103.4-18:15103.7 
-Married women, 18:15103.5 
-Minors, 18:15103.5 
Returns, 18:15651-18:15681 
-Confidentiality, 18:16563 
-Donee, 18:15671 

— Military member as donee, 18:15675 
-Donor, 18:15651-18:15656.6 
— Agent, return by, 18:15653.1 
—Death of donor, 18:15653 
— Extension of time for filing, 18:15651.2 

Military member, 18:15675 

—Failure to file, 18:15654 

Penalty, 18:15681 

— False or fraudulent return, 18:15654 

—Form, 18:15656 

— Incompetent donor, 18:15653 

—Joint filing, 18:15651.1 

— Military member as donor, 18:15675 

—Penalties, 18:15654 

—Place of filing, 18:15651.2 

— Property description, 18:15656.1-18:15656.4 

Community or quasi-community property, 

18:15656.3, 18:15656.4 

Encumbrances, 18:15656.2 

— Required, 18:15651 

—Schedules, 18:15656 

—Time of filing, 18:15651.2 

-Failure to file, 18:15654 

— Deficiency determination, 18:15802 



TITLH 18 INDEX 



INCOME TAX 
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GIFTTAX-(v;;;//»//fY/ 
Rciums~i-()nriiuiecl 

- Failure to iWc-c-oiitiiiiied 

PenaUics, 18:15681, 18:15961 
-False or fraudulent. 18:15654 

- -Detieiency determination, 18:15802 
--Penalties, 18:15961 

-Military member as donor or donee, 18:15675 

-Trustee, 18:15672 

Reverters, 18:15104.1 

Seeurities 

-Property deseription, 18:15656.1 

-Tax-exempt seeurities, applicability of tax, 

18:1510.110 
-United States savings bonds, joint ownership, 

18:15104..-^ 
—Transfer to third party, 18:15104.4 
-Valuation, 18:15551.6-18:15551.10 
— Interest and dividends, 18:15551.10 
--Traded seeurities, 18:15551.7, 18:15551.8 
— Untraded securities, 18:15551.9 
Service to third person, 18:15104.11 
Several gifts as one transaction 
-Computation of tax, 18:15211 
-Return, 18:15651 

State, exemption for gift to. 18:15441 
Statute of limitations. 18:15802 
Successive life estate or income, valuation, 

18:15552..! 
Tax-exempt securities, applicability of tax, 

18:1510.1.10 
Tax lien, 18:16066-18:16068 
Term estate, income or annuity valuation. 

18:15552.4. 18:15552.8 
Trademarks, valuation, 18:15551.15 
Transfers, 18:15104-18:15106 
-Annuity purchase, 18:15104.10 
-Children, by or to. 18:15104.12 
-Corporate property, 18:15104.7 
-Debt 
— Permitting statute of limitations to run, 

18:15104.6 
—Release, 18:15104.5 
-Definitions, 18:15104-18:15106 
-Divestment of control, 18:15104.1 
-Inadequate consideration, for, 18:15106 
-Joint tenancy 

— Community property, transfer to, 18:15104.2 
— Spouses 

Transfer between, 18:15104.50 

Transfer to third party, 18:15104.51 

—Third party, transfer to, 18:15104.4 

-Life insurance, 18:15104.9 

-Mental incompetents, by or for, 18:15104.13 

-Release of debt, 18:15104.5 

-Separate property transferred into joint tenancy, 

18:15104.3 
-Service to third person, 18:15104.11 
-Spouses, separate property, transfer between, 

18:15310 
-Tnjst, transfers in, 18:15104.8 
Trust, transfers in, 18:15104.8 
-Property description, 18:15656.1 
-Records, 18:15656.6 
-Return, 18:15651 
Trustee returns, 18:15672 
United States, gift to, exemption, 18:15441.1 
United States savings bonds, joint ownership, 

18:15104.3 
-Transfer to third party, 18:15104.4 
Valuation, 18:15551-18:15558.2 
-Accounts receivable, 18:15551.13 
-Annuities, 18:15552, 18:15552.8 
—Contract, 18:15558 

Assignment, 18:15558.1 

—Joint life annuity, 18:15552.2 
—Life annuity, 18:15552.1-18:15552.3 
— Present value exceeds value of fund, 18:15552.6 
— Term annuity, 18:15552.4 
-Business interest, 18:15551.14 
-Community property 

— Separate property transferred to, 18:15551.3 
— Spouse, transfer to, 18:15551.2 
-Contingent estate, 18:15552, 18:15552.9, 
18:15556 



GIFT JMH-contimied 

y:i[uai\on-(.(>ntiniied 

-Copyright, 18:15551.15 

-Defeired gift, 18:15552.5 

-Definition of market value, 18:15551 

-Encumbrance or lien. 18:15551.1 

-Future estate. 18:15552. 18:15552.9 

-Goodwill, 18:15551.11, 18:15551.12 

-Growing crop, 18:15551.16 

-Joint life estate, income, or annuity, 18:15552.2 

-Life estate, income, or annuity. 

18:15552.1-18:15552.3, 18:15552.8 
-Life insurance, 18:15558 
—Assignment, 18:15558.2 
-Limited estate, 18:15552, 18:15552.9 
-Multiple units, 18:15551 
-Notes and accounts receivable, 18:15551.13 
-Patent, 18:15551.15 
-Real property, 18:15551.4 
— Local assessed value, 18:15551.5 
-Remainder, 18:15552.7, 18:15552.8 
-Securities, 18:15551.6-18:15551.10 
— Interest and dividends, 18:15551.10 
—Traded securities, 18:15551.7, 18:15551.8 
— Untraded securities, 18:15551.9 
-Successive life estate or income, 18:15552.3 
-Tables, 18:1.5552.8 
-Term estate, income or annuity, 18:15552.4, 

18:15552.8 
-Trademark, 18:15551.15 

GIRLS' CLUBS 

Sales and use tax, 18:1597 

GIRL SCOUTS 

Sales and use tax, 18:1597 

GOING OUT OF BUSINESS 

See LIQUIDATION 

GOLD BULLION 

Sales and use tax, 18:1599 

GRAPHIC ARTS 

Sales and use tax 
See SALES AND USE TAX 

GROCERY STORES 

Sales and use tax 

-Food products, applicability, 18:1602 

-Reports, 18:1602.5 

GUARDIANS 

Income tax returns of guardians, 18:18505-2 

GUN CLUBS 

Sales and use tax, 18:1506 



H 



HANDICAPPED PERSONS 

Disabled veterans, property tax exemptions, 18:135 
Vehicles for physically handicapped, sales and use 
tax, 18:1591.3 

HAY 

Sales and use tax 
-Producers, 18:1595 
-Seller's permits, 18:1699 

HAZARDOUS SUBSTANCES TAX 

Franchise Tax Board appeals, 18:5020-18:5024 
-Heai-ing procedure, 18:5070-18:5086 
-Jeopardy determinations, 18:5030-18:5036 
Generators of hazardous waste, 18:3000 
Records, 18:3020, 18:4901 
Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
Underground storage tanks 
See UNDERGROUND STORAGE TANKS 

HAZARDOUS WASTES 

Generator fee, 18:3000 

HEALTH 

Sales and use tax on education materials, 18:1570 



HEALTH EDUCATION 

Sales and use lax on materials, 18:1570 

HEARING AID DISPENSERS 

Sales and use tax, 18:1506 

HEARINGS 

Equalization Board 

See EQUALIZATION BOARD, STATE 
Franchise Tax Board 

See FRANCHISE TAX BOARD APPEALS 

HIGHWAYS AND ROADS 

Definitions, diesel fuel tax purposes. 18:141 1 
Motor vehicles 
See MOTOR VEHICLES 
Sales and use tax, construction contractors, 18:1521 

HOMES 

See HOUSING 

HORSES 

Racehorses 
-Property tax 

See PROPERTY TAX 
-Sales of horses, sales and use tax partial exemp- 
tion. 18:1535 
Sales and use tax. 18:1587 

HOSPITALS 

Sales and use tax. 18:1503 

HOTELS AND MOTELS 

Sales and use tax, food services, 18:1603 

HOUSING 

Property tax 
See PROPERTY TAX 

Sales and use tax, factory-built housing, 18:1521, 
18:1521.4 

HUSBANDS 

See SPOUSES 

HYDROCARBONS 

Property tax valuation, 18:468 
-Possessory interests, 18:27 



I 



ILLEGAL ALIENS 

See generally ALIENS 

IMMIGRATION 

See ALIENS 

IMPORTS 

See also CUSTOMS 
Alcoholic beverages 
-Records and reports 
— Beer and wine, 18:2513 
— Customs brokers, tax reports, 18:2543 
— Distilled spirits, 18:2506 
Cigarette and tobacco products, licensing require- 
ments, 18:4500-18:4703 

See also CIGARETTE AND TOBACCO PROD- 
UCTS LICENSING ACT OF 2003 
Sales and use tax, 18:1620 

INCOME TAX, 18:17014-18:19272 

Access to appeals records, 18:8014 

Annuity income 

-Information returns. 18: 18631 -18681(b) 

-Withholding, 18:18662-2 

Appeals from Franchise Tax Board actions 

See FRANCHISE TAX BOARD APPEALS 
Assessments, deficiency 

See Deficiency assessments, this heading 
Audit procedures, 18:19032 
Automatic extension of time for filing returns, 

18:18567 
Bank and corporation tax 

See BANK AND CORPORATION TAX 
Bankruptcy, deficiency assessment, collection, 

18:19232 
Brokers, information returns, 18:18641 
Business, trade, or profession income 
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INCOME TAX-ion tinned 

Business, trade, or profession incoiTic-tY;/;m/;/<?f/ 

-Nonresidents, 18:17951-4 

-Reeordkeeping requirements, 18:19141.6 

Certificate of residence, 18:18662-7 

Change of residence 

-Certificate of residence, filing, 18:18662-7 

Children, guardians, returns, 18:18505-2 

Collection warrant, 18:19232 

Community property, deceased taxpayer. 18:17742 

Copyrights 

-Nonre'sidents, 18:17952 

— Hstate or trust beneficiaries, 18:17953 

-Withholding, 18:18662-2 

Corporations 

-Receivership, returns, 18:18505-3 

-Recordkeeping requirements, 18:19141.6 

Credits 

-Manufacturers' investment credit, 

18:17053.49-0-18:17053.49-11 
-Overpayment of estimated tax. 18:19363 
-Taxes paid to another state, 18:18001-1 
—Limitation, 18:18001-2 
Deceased taxpayer 
See also Estates, this heading 
-Community property, 18:17742 
Deductions 
-Enterprise zone, property previously qualified, 

recapture of deduction, 18:17267.2-1 
-Preference items, 18:17064.5 
-Priorities. 18:17064.5 
-Reduction, 18:17064.5 
Deficiency assessments 
-Federal tax changes, due to, 18:18586.3 
-Joint returns, 18:18526 
-Warrant for collection, 18:19232 
Definitions 
-Domicile, 18:17014 
-Nonresident, 18:17014 
-Patronage dividends, 18:18640 
-Resident, 18:17014 

-Temporary or transitory resident, 18:17014 
-Withholding agent, 18:18662-6 
Delinquent taxes, withholding, 18:18662-4 
Dividends 

-Information returns, 18:18631-18681(a) 
— Patronage dividends, 18:18640 
-Patronage dividends, 18:17086 
— Information returns, 18:18640 
-Withholding, 18:18662-2 
Domicile, definition, 18:17014 
Electronic filing of returns, 18:18409 
Enterprise zone property previously qualified, 

recapture of deduction, 18:17267.2-1 
Estates, 18:17742 
-Household and personal effects, fair market value 

election, 18:18047 
-Nonresident beneficiaries, 18:17951-1 
— Final accounting, 18:19513 
— Intangible personal property income, 18:17953 
-Returns, 18:18505-1 
—Time for filing, 18:18505-4 
Estimated tax overpayments, credits or refunds, 

18:19363 
Evidence, nonresidence, 18:17014 
Extensions 
-Estate household and personal effects, fair market 

value election, 18:18047 
-Returns, filing, 18:18566 
— Automatic extension, 18:18567 
Federal taxes, deficiency assessments due to 

changes, 18:18586.3 
Fees for tax services, 18:19591 
Fiduciaries 

-Refund claims, 18:19322 
-Returns, 18:18505-1 
— Time for filing, 18:18505-4 

Automatic extension, 18:18567 

Franchise Tax Board appeals, hearing procedure, 

18:5070-18:5086 
Franchise Tax Board recordkeeping powers and 

duties, 18:19141.6 
Guardians, returns, 18:18505-2 
Hearings, refund claims, 18:19322 



INCOME TAX-i-ontinued 

Income 

-Patronage dividends, 18:17086 

Information returns 

-Annuity income. 18:18631-18681(b) 

-Brokers, 18:18641 

-Dividends earned, 18:18631-18681(a) 

— Patronage dividends, 18:18640 

-Interest earned, 18:18631-18681(a). 
]8:18631-18681(b) 

-Patronage dividends, rebates, or refunds, 18:18640 

-Place for filing, 18:18631-18681(0 

-Real property transfers. 18:18642 

-Refunds and rebates, 18:18640 

-Rents, I8:18631-1868I(b) 

-Royalties. 18:18631-18681(b) 

-Time for filing, 18:18566. 18:18631-18681(c) 

— Automatic extension for individuals, fiduciaries, 
and partnerships, 18:18567 

-Wages and salaries. 18:18631-18681(b) 

Intangible personal property income 

-Nonresidents, 18:17952 

— Estate or trust beneficiaries, 18:17953 

-Withholding, 18:18662-2 

Interest earnings 

-Information returns, 18:18631-18681(a), 
18:18631-18681(b) 

-Withholding, 18:18662-2 

Interest on overpayments, 18:18662-5 

-Estimated tax, 18:19363 

Joint returns, 18:18501, 18:18522-18:18530 

Joint strike fighter tax credits 
See JOINT STRIKE FIGHTER PROGRAM 

Limited liability companies 

-Nonresidents, 18:17951-4 

Manufacturers' investment credit, 
18:17053.49-0-18:17053.49-11 

-Acquisition sale and leaseback, 18:17053.49-6 

-Administration, general management, or market- 
ing property; exclusions, 18:17053.49-5 

-Applicability, 18:17053.49-1 

—Costs, 18:17053.49-4 

—Property, 18:17053.49-5 

— Taxpayers, 18:17053.49-3 

-Books and records, 18:17053.49-10 

-Capitalized labor costs 

—Defined, 18:17053.49-2 

—Leasing, 18:17053.49-6 

—Qualified costs, 18:17053.49-4 

-Carryforwards, 18:17053.49-9 

-Contracts 

—Leasing, 18:17053.49-6 

—Qualified costs, 18:17053.49-4 

-Cross references to other rules, 18:17053.49-1 

-Definitions, 18:17053.49-2 

—General references, 18:17053.49-1 

—Qualified costs, 18:17053.49-4 

--Qualified property, 18:17053.49-5 

—Qualified taxpayers, 18:17053.49-3 

-Disposition of qualified property, 18:17053.49-8 

-Effective dates, 18:17053.49-11 

-Equipment, 18:17053.49-5 

-Excluded property, 18:17053.49-5 

-Extraction processing equipment, excluded prop- 
erty, 18:17053.49-5 

-Finance leases, 18:17053.49-6 

-Fiscal year taxpayers, 18:17053.49-11 

-Furniture, excluded property, 18:17053.49-5 

-Inventory, excluded property, 18:17053.49-5 

-Leasing, 18:17053.49-6 

— Acquisition of leased property, 18:17053.49-6 

—Qualified costs, 18:17053.49-6 

— Sales and use tax 

Requirement, 18:17053.49-6 

Written statement by lessor to lessee, 

18:17053.49-10 

-Los Angeles Revitalization Zone credits, election, 
18:17053.49-11 

-Low-emission vehicle credit property, exclusions, 
18:17053.49-5 

-Partners and partnerships, recapture, 
18:17053.49-8 

-Pass-through entities 

—Carryforwards, 18:17053.49-9 



INCOME TAX-eon tinned 

Manufacturers' investment credit-continued 

-Pass-through cnthics-eontiniied 

--Recaptures, 18:17053.49-8 

-Qualified activities, defined, 18:17053.49-2 

-Qualified costs, 18:17053.49-4 

— Capitalization requirement, 18:17053.49-4 

--Contracts. 18:17053.49-4 

--Defined. 18:17053.49-4 

—Leasing. 18:17053.49-6 

—1994 costs, claiming, 18:17053.49-1 

— Sales and use tax payment requirement, 

18:17053.49-4 
-Qualified property, 18:17053.49-5 
—Disposition of, 18:17053.49-8 
— Exclusions, 18:17053.49-5 
— Special purpose buildings and foundations, 

18:17053.49-5 
— Tangible personal property, 18:17053.49-5 
-Qualified taxpayers, 18:17053.49-3 
-Recaptures, 18:17053.49-8 
-Recordkeeping requirements, 18:17053.49-10 
-Reformulated or oxygenated gasoline property, 

exclusions, 18:17053.49-5 
-Research and development, defined, 

18:17053.49-2 
-Sales and use tax 
—Affidavit, 18:17053.49-10 
—Exemption, 18:17053.49-11 
— Qualified costs, requirement. 18:17053.49-4 
— Refund, claiming, in lieu of MIC, 

18:17053.49-11 
-Small business 

— Carryforwards, determination, 18:17053.49-9 
—Defined, 18:17053.49-2 
-Table of contents, 18:17053.49-0 
-Used property from out of state, 18:17053.49-5 
-Warehousing facilities, excluded, 18:17053.49-5 
Married couples 
See Spouses, this heading 
Mentally ill person's guardian or committee. 

returns, 18:18505-2 
Nonresidents, 18:17951-1-18:17953 
-Business, trade, or profession income, 18:17951-4 
-Credit for taxes paid to another state, 18:18001-1 
-Definition, 18:17014 

-Estate beneficiaries, 18:17742, 18:17951-1 
— Final accounting, 18:19513 
— Intangible personal property income, 18:17953 
-Evidence, 18:17014 

-Income from sources within state, 18:17951-2 
-Intangible personal property income, 18:17952 
— Estate or trust beneficiaries, 18:17953 
-Partnership, pool, or syndicate member, 

18:17951-1 
-Personal property income, 18:17951-3 
— Intangible personal property, 18:17952 

Estate or trust beneficiaries, 18:17953 

-Personal service income, 18:17951-5 

-Real property income, 18:17951-3 

-Returns 

—Fiduciaries, 18:18505-1 

—Receivership, 18:18505-3 

-Taxes paid to another state, credits, 18:18001-1 

-Trust beneficiaries, 18:17742, 18:17744, 

18:17951-1 
— Intangible personal property income, 18:17953 
-Trust fiduciaries, 18:17743 
-Withholding, 18:18662-2 
Notice 

-Delinquent tax withholding, 18:18662-4 
-Federal tax changes, 18:18586.3 
-Withholding rate, 18:18662-3, 18:18662-12 
Overpayment 

-Estimated tax, credits or refunds, 18:19363 
-Refund, 18:18662-5, 18:19322 
Partnerships 
-Automatic extension of time for filing returns, 

18:18567 
-Nonresidents. 18:17951-1, 18:17951-4 
-Receivership, retums, 18:18505-3 
Patents 

-Nonresidents, 18:17952 
— Estate or trust beneficiaries, 18:17953 
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Vdlcn\s-i-()iitiiniC(l 

-Withholding. 18:18662-2 

Patronage dividends, 18:17086 

-Information returns. 18:18640 

Payment 

-Delinquent taxes, withholding. 18:18662-4 

-Oveipayment, refund. 18:18662-5. 18:19322 

Penalty for failure to file upon notiee and demand, 

18:19133 
Personal property income 
-Information returns. 18:18641 
-Intangible personal property 
-■-Nonresidents. 18:179.52 
-- Hstate or trust beneficiaries. 18:179.53 
—Withholding. 18:18662-2 
-Nonresidents, 18:17951-3 
Personal service income 
-Inlormation retum.s, 18:18631-18681(b) 
-Nonresidents. 18:17951-5 
-Withholding. 18:18662-2 
Premiums, withholding. 18:18662-2 
Presumptions 
-Residence. 18:17016 

Pri/es and winning.s. withholding. 18:18662-2 
Real property income 
-Information returns. 18:18642 
-Nonresidents. 18:17951-3 
Rebates, information returns. 18:18640 
Receivership 

-Deficiency assessment, collection, 18:19232 
-Returns, 18:18505-3 
Recordkeeping requirements 
-Access to appeals records, 18:8014 
-Business income, 18:19141.6 
-Corporate taxpayers, 18:19141.6 
-Manufacturers' investment credit, 18:17053.49-10 
-Patronage dividends, 18:17086 
Refunds,^l 8: 1 8662-5, 1 8: 1 9322 
-Information returns, 18:18640 
-Overpayment of estimated tax, 18:19363 
Reimbursement claims, taxpayer bill of rights. 

18:5090-18:5095 
Rental income 

-Information returns, 18: 18631-1 8681(b) 
-Withholding, 18:18662-2 
Residence 

-Certificate of residence, 18:18662-7 
-Definition, 18:17014 
-Presumption, 18:17016 
Returns, 18:18501-18:18567 
-Amendment due to federal tax changes, 

18:18586.3 
-Child's guardian, 18:18505-2 
-Corporation in receivership, 18:18505-3 
-Estates, 18:1850.5-1 
—Time for filing, 18:18.505-4 
-Fiduciary. 18:18505-1 
—Time for filing, 18:18505-4 
-Guardians, 18:18505-2 
-Joint returns, 18:18501, 18:18522-18:18530 
-Magnetic media or other machine -readable form, 

18:18409 
-Mentally ill person's guardian or committee. 

18:18505-2 
-Nonresidents 
—Fiduciaries. 18:18505-1 
—Receivership, 18:18505-3 
-Partnership in receivership, 18:18505-3 
-Penalty for failure to file upon notice and demand, 

18:19133 
-Receivers, 18:18505-3 
-Spouses, 18:18501 
— Guardian or committee. 18:18505-2 
-Time for fifing, 18:18566 
— Fiduciary returns, 18:18505-4 
— Information returns, 18:18631-18681(c) 
—Withholding return, 18:18662-8 
-Trusts, 18:18505-1 
—Time for filing, 18:18505-4 
-Withholding return, 18:18662-8 
Royalties 

-Information returns. 18: 18631-1 868 1(b) 
-Withholding, 18:18662-2 



INCOME JAX-iontimied 

S corporations 

-Nonresidents, 18:17951-4 

Securities, nonresidents, 18:17952 

-Hstate or trust beneficiaries, 18:17953 

Spouses 

-Community property of deceased taxpayer, 

18:17742 
-Returns, 18:18.501 
— Guardian or committee. 18:18505-2 
Statute of limitations 
Sec also Time requirements, this heading 
-Patronage dividend redemptions, 18:17086 
Taxes paid to another state, credits. 18:18001-1 
-Limitation. 18:18001-2 
Temporary or transitory resident, definition. 

18:17014 
Time requirements 
-Estate household and personal effects, fair market 

value election, 18:18047 
-Federal lax changes, notice. 18:18586.3 
-Refund claim.s, 18:18662-5 
-Returns, filing, 18:18566 
— Fiduciary returns, 18:18505-4 
— Information returns, 18:18631-18681(c) 
—Withholding return, 18:18662-8 
Trademarks 

-Nonresidents. 18:17952 
— Estate or trust beneficiaries, 18:17953 
-Withholding, 18:18662-2 
Trusts, 18:17742-18:17744 
-Beneficiary's residence determining taxability, 

18:17744 
-Fiduciary's residence determining taxability, 

18:17743 
-Nonresident beneficiaries, 18:17951-1 
--Intangible personal property income, 18:17953 
-Returns, 18:18.50.5-1 
—Time for filing, 18:18505-4 
Warrant for collection. 18:19232 
Withholding, 18:18662-1 to 18:18663 
-Agent, definition and duties, 18:18662-6 
-Amount, 18:18662-3 
-Certificate of residence, 18:18662-7 
-Delinquent taxes, 18:18662-4 
-Income subject to, 18:18662-2 
-Overpayment, refund. 18:18662-5 
-Persons subject to. 18:18662-1 
-Returns, filing, 18:18662-8 
-Tables, 18:18663 
-Waiver, 18:18662-3 

INCOME TAX, FEDERAL 

Internal Revenue Code, bank and corporation tax, 
applicability to, 18:26422 

INCOMPETENT PERSONS 

Gift tax, 18:15104.13 
-Returns, 18:15653 

Income tax returns by guardian or committee, 
18:18.505-2 

INDIAN AFFAIRS AND RESERVATIONS 

Emergency telephone users surcharge exemption, 

18:2413 
Energy resources surcharge exemption, 18:2316 
Sales and use tax, 18:1616 
Underground storage tanks, maintenance fees; 

exemptions, 18:1220 

INFANTS 

See CHILDREN 

INHERITANCE TAX, 18:13303-18:14813 
Accident insurance 
See Life or accident insurance, this heading 
Accounts receivable, valuation, 18:13951.10 
Additional tax, 18:13441, 18:13442 
-Delinquency 
—Date, 18:14103 
—Interest, 18:14211 

Advancements, inter vivos transfers, 18:13647 
Agreement, will transfers pursuant to, 18:13601 
-Limitations on estate by extrinsic agreement, 

18:13601.2 
Animals, transfers for; exemptions, 18:13842.6 
Annuity 



INHERITANCE TkX-coiitiniied 

Annuhy-continiied 

-Joint annuity, valuation. 18:13952.2 

-Joint life and survivorship annuity. 18:13648 

— Contracts, valuation, 18:13952.9 

-Life annuity, valuation, 18:13952.1 

-Refund annuity. 18:13648.1 

— Contract, valuation. 18:13952.10 

-Single premium life policy, with, 18:13644.1 

-Term certain, valuation, 18:13952.4 

-Valuation. 18:1.3952. 18:1.3953 

—Contracts, 18:13952.8-18:13952.10 

— Fixed annuity for term certain, 18:13952.4 

--.loint annuity. 18:139.52.2 

— Joint life and survivorship annuity contracts. 

18:139.52.9 
—Life annuity. 18:1.3952.1 
— Present value exceeding value of fund, 

18:1.39.52.6 
—Refund annuity contract. 18:139.52.10 
-Withholding of tax, 18:14345 
Apphcability of tax, 18:13401 
-Power of appointment. 18:1 3692 
Apportionment of property left in two or more 

states, 18:1.3441, 18:1.3442 
Appraisals 
See Valuation, this heading 
Bonds, 18:1.3303.11 
-United States savings bonds 
— Joint ownership, 18:1.3671.2 
—Payable on death, 18:13648.2 
Business interest, valuation, 18:13951.11 
Cemetery plot care, exemption, 18:13842.3 
Cemetery property, exemption, 18:13303.10 
Charitable exemption 
See Exemptions, this heading 
Children, residence, 18:1330-3''.5 
Class C transferee, definition, 18:13309 
Community property, 18:13551-18:13556 
-Conversion to separate property, 18:13805 
-Gift of power of appointment, 18:13694 
-Homestead allowance, 18:1.3621, 18:13622 
-Inter vivos transfer to third person, 18:13551 
-Joint tenancy, conversion to, 18:1.3671.50 
-Joint tenancy by spouses and third person, 

18:13554 
-Life or accident insurance premiums paid from, 

18:13724, 18:13724.1 
-Presumption, 18:13556 
Complete transfer, definition, 18:13304.1 
Computation, 18:13402-18:1.3411, 

18:14501-18:14506 
-Contingent or conditional transfer, 18:1341 1 
-Date of death of decedent, effect, 18:13402 
— Death after September 26, 1977, examples, 

18:13402.2 
— Methods of computation. 18:13402.1 
-Description of property, 18:14501.1 
-Disclaimers, 18:13409 
-Documents, 18:14.501, 18:14501.1 
-Independent transfer and power of appointment to 

same person, 18:13408.1 
-Inter vivos transfers, 18:13403.2 
-Multiple transfers to same person, 18:1.3408 
-Statute of limitations, 18:14501.2 
-Succession transfers, 18:1.3403.1 
-Voluntary assignment or transfer of interest, 

18:1.3409.1 
-Will transfers, 18:1.3403.1 
Confidential information, 18:14813 
Consideration in money or money's worth, inter 

vivos transfers, 18:13641 
Contemplation of death, definition, 18:13642 
Contingent or conditional transfer, 18:1341 1 
-Deferment of payment, 18:14171 
-Payment of tax, 18:14191 
—Deferment, 18:14171 
-Valuation, 18:13952, 18:13953.1, 18:139.56 
Copyright, valuation, 18:13951.12 
Court's jurisdiction, 18:14651-18:14653.1 
Credits, 18:14051-18:14071 
-Gift tax, 18:14071 

-Previously taxed property, 18:14051, 18:14051.1 
Crop, valuation, 18:13951.13 
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Debts 

-Deductions, 1 8: 1 3983-1 8: 1 3983.4 

-Forgiveness, 18:13601.3 

Declarations, 18:14501 

-Description ol' property, 18:14501.1 

-Residence, 18:13303.4 

Deductions, 1 8: 1 3982- 18:1 3988.6 

-Administration expenses, 18:13988.5, 18:13988.6 

-Apportionment, 18:13982 

-Attorney's fees, 18:13988.1 

-Contingent obligations, 18:13983.3 

-Kxecutor's compensation, 18:13988-18:13988.3 

-Funeral expenses, 18:13986 

-Gift tax, 18:13987.1 

-Inheritance tax. 18:13987.1 

-loint and several obligations, 18:13983.2 

-Last illness expenses, 18:13986 

-Loss on sale of property, 18:13988.4 

-Nonresident decedent. 18:13982.1 

-Obligations, 18:13983-18:13983.4 

—Contingent, 18:13983.3 

—Joint and .several, 18:13983.2 

— Prohibited, 18:13983.4 

—Secured, 18:13983.1 

—Unsecured, 18:13983 

-Property sale loss, 18:13988.4 

-Secured obligations, 18:13983.1 

-State and local taxes and assessments, 

18:13987-18:13987.2 
-Unsecured obligations, 18:13983 
Deferral of payment, contingent or conditional 

transfer, 18:13411, 18:14171 
Deferred bequest, valuation, 18:13952.5 
Definitions, 18:13303-18:13309 
-Cemetery property, 18:13303.10 
-Charitable exemption, 18:13842.1 
-Class C transferee. 18:13309 
-Complete transfer. 18:13304.1 
-Contemplation of death, 18:13642 
-Future interest, 18:13303.9 
-Incomplete transfer, 18:13304.2 
-Joint tenancy, 18:13303.8 
-Market value, 18:13951 
-Nonresident, 18:13303.7 
-Power of appointment, 18:13692, 18:13692.1 
— General power, 18:13692.2 
— Limited power, 18:13693 
-Property, 18:13303-18:13303.3 
— Intangible personal property, 18:13303.3 
--Nonresident transferor, 18:13303.2 
— Resident transferor, 18:13303.1 
-Residence, 18:1 3303.4-1 8: 1 3303.7 
— Married women, 18:13303.5 
—Minors, 18:13303.5 
— Nonresident, 18:13303.7 
-Tax-exempt securities, 18:13303.11 
-Transfer, 18:13304-18:13309 
— Class C transferee, 18:13309 
— Complete transfer, 18:13304.1 
— Incomplete transfer, 18:13304.2 
— Trust, under, 18:13306 
-Trust transferee, 18:13306 
Delinquency 
-Date, 18:14103 
-Interest, 18:14211-18:14213 
Description of property, 18:14501.1 
Determination by controller, 18:14560-18:14563.1 
-Effect of determination, 18:14563.1 
-Finality of determination, 18:14563 
-Notice of determination, 18:14562 
-Referral to referee. 18:14561 
Disclaimers, 18:13409 
-Power of appointment, 18:13697 
District offices, 18:14732 
Division of tax administration, inheritance tax, 

18:14732 
Documents, 18:14501, 18:14501.1 
Educational charitable transfer, exemptions, 

18:13842.4 
Escheated property, 18:14515 
Ethics of referees, 18:14772 
Evidence 
-Contemplation of death, 18:13642 



INHERITANCE TAX-io,itiniiccl 

E\idcnce-i()iitiiiiicd 

-Description of property, 18:14501.1 

-Documents, 18:14501, 18:14501.1 

-Exemptions, 18:13401.1 

—Charitable exemption, 18:13842.8 

— Intangibles exemption, 18:13851.1 

Executors 

-Administration expenses, deductions, 18:13988.6 

-Bequest or devise to, 18:13603 

-Compensation, deductions, 18:13988-18:1.3988.3 

Exemptions, 18:13403, 18:13801-18:13880 

-Animals, transfers for, 18:13842.6 

-Cemetery plot care. 18:13842.3 

-Cemetery property, 18:13303.10 

-Charitable exemption, 18:13841-18:13842.8 

— Animals, transfers for, 18:13842.6 

— Cemetery plot care, 18:13842.3 

--Charitable organizations, transfers to, 18:13842 

—Definition, 18:13842.1 

--Educafional charitable transfer, 18:13842.4 

—Evidence, 18:13842.8 

— Indigent or dependent persons, transfers for, 

18:13842.5 
— Political promotion, transfers for, 18:13842.7 
— Public corporations, transfers to, 18:13841.2 
— Religious charitable transfer, 18:13842.2 
—State, transfers to, 18:13841 
— United States, transfers to, 18:13841.1 
-Educational charitable transfer, 18:13842.4 
-Evidence, 18:13401.1 
— Charitable exemption, 18:13842.8 
— Intangibles exemption, 18:13851.1 
-Executor, bequest or devise to, 18:13603 
-Indigent or dependent persons, transfers for, 

18:13842.5 
-Intangibles exemption, 18:13851-18:13851.2 
—Entitlement, 18:13851 
--Evidence, 18:13851.1 

— Foreign state or country, definition, 18:13851.2 
-Maritaf exemption, 18:13403, 18:13805 
-Pension exemption, 18:13880 
-PoliUcal promotion, transfers for, 18:13842.7 
-Public corporations, transfers to. 18:13841.2 
-Religious charitable transfer. 18:13842.2 
-Specific exemptions, 18:13403, 

18:13801-18:13801.3 
— Appficability, 18:13801.1 
—Entitlement, 18:13801 
— Independent gift and power of appointment to 

same person, 18:13801.3 
— Inter vivos transfers, 18:13801.1 
— Multiple transfers to same person, 18:13801.2 
— Succession transfers, 18:13801.1 
—Will transfers, 18:13801.1 
-State, transfers to, 18:13841 
-United States, transfers to, 18:13841.1 
Forgiveness of debt, 18:13601.3 
Funeral expenses, deductions, 18:13986 
Future interest 
-Definition, 18:13303.9 
-Valuation, 18:13952, 18:13953.1 
Gift of power of appointment, 18:13694 
-Limited power, 18:13693 
Gift tax 

-Credits, 18:14071 
-Deductions, 18:13987.1 
Good will, valuation, 18:13951.7, 18:13951.8 
Hearings, 18:14502, 18:14533 
Homestead allowance, 18:13621 
-Probate court, created by, 18:13622 
Imposition, 18:13401 

Incomplete transfer, definition, 18:13304.2 
Independent transfer and power of appointment to 

same person, 18:13408.1 
-Specific exemptions, 18:13801.3 
Indigent or dependent persons, transfers for, 

exemptions, 18:13842.5 
Inspection of records, 18:14813 
Intangibles exemption, 18:13851-18:13851.2 
Interest, 18:14211-18:14213 
Inter vivos transfers, 18:13641-18:13648.2 
-Advancement, 18:13647 
-Annuity contract plus single premium life policy, 

18:13644.1 



INHERITANCE TAX-i-oiitinued 

Inter vivos iransfcK-fonliinied 

-Community property, transfer to third person. 
18:13551 

-Consideration in money or money's worth, 
18:13641 

-Contemplation of death, definition, 18:13642 

-Documents, 18:14501 

-Joint life and survivorship annuity, 18:13648 

-Rate, 18:13403.2 

-Refund annuity, 18:13648.1 

-Reservation of income for life, 18:13644 

-Reservation of possibility of reverter, 18:13646.1 

-Reservation of power to revoke or control. 
18:13646 

-Specific exemptions, 18:13801.1 

-United States savings bond, payable on death, 
18:13648.2 

Intestate successions 
Sec Succession transfers, this heading 

Joint estate, income, or annuity, valuation, 
18:13952.2 

Joint power of appointment, 18:13692.4-18:13692.6 

Joint tenancy, 18:13671-18:13671.50 

-Community property 

—Conversion of, 18:13671.50 

— Tenancy by spouses and third person, 18:13554 

-Contribution claim by surviving tenant, 18:13671 

-Definition, 18:13303.8 

-Three of more persons. 18:13671.1 

-Trustee accounts of spouses, 18:13671.3 

-United States savings bond, 18:13671.2 

Jurisdiction of court, 18:14651-18:14653.1 

-Exclusive, 18:14653.1 

-Nonresident decedent, 18:14653 

-Resident decedent, 18:14651 

Last illness expenses, deductions, 18:13986 

Lien of tax, recordation, 18:14301 

Life estate, income, or annuity, valuation, 
18:13952.1, 18:13953 

-Successive life estate, 18:13952.3 

Life or accident insurance, 18:13722-18:13724.4 

-Annuity contract plus single premium life policy, 
18:13644.1 

-Community and separate funds, premium pay- 
ments from, 18:13724.1 

-Community funds, premium payments from, 
18:13724 

-Joint life and survivorship annuity, 18:13648 

-Payable to estate, 18:13722 

-Payable to named beneficiaries, 18:13723 

-Payable to spouse, date of death on or after Janu- 
ary 1, 1981, 18:13724.3 

-Prior decedent's proceeds payable to present dece- 
dent, 18:13724.4 

-Separate funds, premium payments from, 
18:13724.2 

-Valuation, 18:13951.9 

-Withholding of tax, 18:14345 

Limited estate, 18:13601.2 

-Valuation, 18:13952, 18:13953.1 

Marital exemption, 18:13403, 18:13805 

Marital property declaration, 18:13556, 18:14501 

Married women, residence, 18:13303.5 

Misappropriated, destroyed or depreciated property, 
18:13601.1 

Multiple transfers to same person, 18:13408 

-Specific exemptions, 18:13801.2 

Nonresident decedent 

-Deductions, 18:13982.1 

-Definitions, 18:13303.7 

—Property, 18:13303.2 

-Intangibles exemption, 18:13851-18:13851.2 

-Jurisdiction of court, 18:14653 

Notes and accounts receivable, valuation, 
18:13951.10 

Notice, determination by controller, 18:14562 

Obligations, forgiveness, 18:13601.3 

Open-space land, valuation, 18:13957 

Patent, valuation, 18:13951.12 

Payment, 18:14103-18:14345.1 

-Agreement for, 18:14143.50 

-Contingencies, 18:14191 

—Deferment, 18:13411, 18:14171 
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INHERITANCE TfiiX-ronriiiiied 
Pay mcnt-contiuiicd 
-DL-linqucncy 
-Dale, 18:14103 
—Interest, 18:14211-18:14213 

Dwelling, tax attributable to, 18:14213 

Undue hardship and qualified family property, 

18:14211.1 
— -Waiver, 18:14212 
-Distribution prior to, 18:14143 

-Undue hardship agreement, 18:14143.50 
-Installment, delinqueney, interest, 18:14211 
-Insuranee proceeds, withholding of tax, 18:14345 
-Lien, recordation, 18:14301 
-Manner, 18:14104 
-Prepayment, 18:14104.1 
-Qualified family property, interest on delinquent 

payments, 18:14211.1 
-Stock transfers, withholding of tax, 18:14341 
-Undue hardship agreement, 18:14143.50 
— Interest on delinquent payments, 18:14211.1 
-Withholding by third party, 18:14341-18:14345.1 
— Consent to transfer, 18:14345.1 
— Insurance proceeds, 18:14345 
—Stock transfers, 18:14341 
Pension exemption, 18:13880 
Personal exemptions 
See Exemptions, this heading 
Political promotion, transfers for, exemptions, 

18:13842.7 
Power of appointment, 18:1 3692- 18:1 3697 
-Applicability of tax, 18:13692 
-Death of donee, 18:13696 
-Definitions. 18:13692, 18:13692.1 
—General power, 18:13692.2 
— Limited power, 18:13693 
-Disclaimer of power, 18:13697 
-Exercise of power 
—Death of donee, effect, 18:13696 
—Definition, 18:13692.1 
— Lap.se of power, 18:13697 
— Limited power, 18:13693 
-General power 
—Death of donee, 18:13696 
— IX'finition, 18:13692.2 
-Gift of power, 18:13694 
— Limited power, 18:13693 
-Independent gift and power of appointment to 

same person. 18:13408.1 
— Specific exemptions, 18:13801.3 
-Joint powers, 18:13692.4-18:13692.6 
— Adverse interest, with. 18:13692.5 
— Allocation to fractional portions of property. 

18:13692.6 
—Creator, with, 18:13692.4 
-Lapse of power, 18:13697 
-Limitation by ascertainable standard, 18:13692.3 
-Limited powers, 18:13693 
-Nature and scope, 18:13692.1 
-Portion of property, 18:13692.1 
-Release of power, 18:13697 
-Renunciation of power, 18:13697 
Prepayment. 18:14104.1 
Presumptions, coinmunity property, 18:13556 
Previously taxed property credit, 18:14051, 

18:14051.1 
Property definitions, 18:13303-18:13303.3 
-Intangible personal property, 18:13303.3 
-Nonresident transferor, 18:13303.2 
-Resident transferor, 18:13303.1 
Public corporations, transfers to, exemptions, 

18:13841.2 
Qualified family property, interest on delinquent 

payments. 18:14211.1 
Real property valuation, 18:13951.1, 18:13951.2 
-Open-space land, 18:13957 
Records, inspection, 18:14813 
Referees. 18:14772-18:14772.2 
-Ethics, 18:14772 
-Hearings. 18:14502. 18:14533 
-Performance. 18:14772.1 
-Referrals to, 18:14561 
-Reports, 18:14506 
-Training, 18:14772.2 
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Refunds, 18:14371-18:14372.1 

-Application for. 18:14372.1 

-Time limit, 18:14372 

Religious charitable transfer, exemptions, 

18:13842.2 
Remainder, valuation, 18:13952.7, 18:13953 
Reports, referees. 18:14506 
Residence, 1 8: 13303.4- 1 8:1 3303.7 
-Declaration concerning residence, 18:13303.4, 

18:14501 
-Married women, 18:13303.5 
-Minors, 18:13303.5 
-Nonresident, 18:13303.7 
Retirement benefits, 18:13880 
Securities 

-Bonds. 18:13303.11 
-United States savings bonds 
— .loint ownership, 18:13671.2 
—Payable on death, 18:13648.2 
-Valuation, 18:13951.3-18:13951.6 
— Traded securities, 18:13951.4 
— Untraded securities, 18:13951.6 
-Withholding of tax, 18:14341 
Specific exemptions 
See Exemptions, this heading 
State, transfers to 
-Escheated property, 18:14515 
-Exemptions, 18:13841 
State and local taxes and assessments, deductions, 

18:13987-18:13987.2 
Statute of limitations, 18:14501.2, 18:14533.1, 

18:14551 
Succession transfers, 18:13601.5 
-Agreement or assignment by legatee or heir, 

18:13601.6 
-Rate, 18:13403.1 
-Specific exemptions, 18:13801.1 
Successive life estate, valuation, 18:13952.3 
Tax-exempt securities, 18:13303.11 
Tax-free bequests, 18:13601.4 
Tax lien, recordation, 18:14301 
Trademark, valuation, 18:13951.12 
Transfer, definitions, 18:13304-18:13309 
-Complete transfer, 18:13304.1 
-Incomplete transfer, 18:13304.2 
Trustee accounts of spouses, joint tenancy, 

18:13671.3 
Trust transferee, definition, 18:13306 
Two or more states, property left in, 18:13441, 

18:13442 
United States, transfers to, exemptions, 18:13841.1 
United States savings bonds 
-Joint ownership, 18:13671.2 
-Payable on death. 18:13648.2 
Valuation, 18:L3951-] 8:13957 
-Accounts receivable, 18:13951.10 
-Advisory appraisal, 18:14772.1 
-Annuity, 18:13952, 18:13953 
— Contracts, 18:13952.8-18:13952.10 

Joint life and survivorship, 18:13952.9 

Refund annuity contract, 18:13952.10 

— Eixed annuity for term certain, 18:13952.4 

— Joint annuity, 18:13952.2 

— Joint life and survivorship contracts. 18:13952.9 

— Life annuity. 18:13952.1 

— Present value exceeding value of fund, 

18:13952.6 
— Refund annuity contract, 18:13952.10 
-Business interest, 18:13951.11 
-Contingent estate, 18:13952, 18:13953.1, 

18:13956 
-Copyright, 18:13951.12 
-Crop, 18:13951.13 
-Deferred bequest, 18:13952.5 
-Definition of market value, 18:13951 
-Future estate, 18:13952, 18:13953.1 
-Good will, 18:13951.7, 18:13951.8 
-Insurance, 18:13951.9 
-Joint estate, income, or annuity, 18:13952.2 
-Joint fife and survivorship annuity contracts, 

18:13952.9 
-Life estate, income, or annuity, 18:13952.1, 
18:13953 
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Va.\uMion-coiUinued 

-Life estate, income, or vinnmty-ioiitiniied 

— Successive life estate, 18:13952.3 

-Limited estate, 18:13952. 18:13953.1 

-Notes and accounts receivable, 18:13951.10 

-Open-space land, 18:13957 

-Patent. 18:13951.12 

-Real property, 18:13951.1, 18:13951.2 

—Open-space land, 18:13957 

-Refund annuity contract, 18:13952.10 

-Remainder, 18:13952.7, 18:1.3953 

-Securities, 18:1 395 1.3-18:1 395 1 .6 

—Traded securities, 18:13951.4, 18:13951.5 

—Untraded securities, 18:13951.6 

-Successive life estate. 18:13952.3 

-Tables, 18:13953. 18:13953.1 

-Term estate, income, or annuity, 18:13952.4 

-Trademark, 18:13951.12 

Voluntary assignment or transfer of interest, 

18:13409.1 
War risk insurance, valuation, 18:13951.9 
Will transfers, 18:13601-18:13601.4 
-Agreement, pursuant to, 18:13601 
-Executor, bequest or devise to, 18:13603 
-Executor's compensation, deduction, 18:13988.2 
-Forgiveness of debt, 18:13601.3 
-Limitations on estate by extrinsic agreement, 

18:13601.2 
-Misappropriated, destroyed or depreciated prop- 
erty, 18:13601.1 
-Rate, 18:13403.1 
-Specific exemptions, 18:13801.1 
-Tax-free bequests, 18:13601.4 

INSURANCE 

Aircraft 

See AIR TRANSPORTATION 
Franchise Tax Board appeals, 18:5020-18:5024 
-Hearing procedure, 18:5070-18:5086 
Life 

See INHERITANCE TAX; LIFE INSURANCE 

INSURANCE COMPANIES 

Emergency telephone users surcharge exemption, 

18:2413 
Energy resources surcharge exemption, 18:2316 
Sales and use tax, 18:1567 
Underground storage tanks, maintenance fees; 

exemptions, 18:1220 

INTEGRATED WASTE MANAGEMENT PLANS 

Fees 

-Hearing procedures, 18:5070-18:5086 

-Jeopardy determination hearings, 18:5030-18:5036 

-Payment by electronic funds transfer, 18:3303, 

18:4905 
-Records, 18:3301, 18:4901 
-Redetermination petitions, 18:5020-18:5024 
-Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
-Relief from liability. 18:3302, 18:4902 

INTEREST 

Bank and corporation tax 

-Earnings taxable, 18:2427 1(e), 18:25120 

-Interest payments, deductions, 18:24344(a) 

— Foreign investment, 18:24.344(c) 

Gift tax delinquency, 18:15681, 18:15961 

Income tax 

-Information returns. 18: 1863 1-1 8681 (a) 

-Overpayment. 18:18662-5 

—Estimated tax, 18:19363 

-Withholding, 18:18662-2 

Inheritance tax delinquency, 18:14211-18:14213 

Sales and use tax delinquency, 18:1703 

-Computation, 18:1704 

-Direct payment permitholders, 18:1699.5 

INTERMENT 

See also CEMETERIES 
Pre-need agreements, sales and use tax, 18:1505 

INTERNET 

Website design, editing, or hosting, sales and use 
tax, 18:1540 
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INTERSTATE COMMERCE 

Alcoholic beverages, records and reports, 18:2540, 

18:2541 
Cigai^ettes 

-Common carrier deliver}' reports. 18:4041 
-Tax exemption, 18:4080 
Property tax. goods in transit, situs. 18:203 
Sales and use tax 
Sec SALHS AND USE TAX 

INTERSTATES 

Highways and roads, sales and use tax, construc- 
tion contractors, 18:1521 
Motor vehicles 
Sec MOTOR VEHICLES 

INTER VIVOS TRANSFERS 

See INHERITANCE TAX 

INTESTATE SUCCESSION 

Inheritance tax 
See INHERITANCE TAX 

INVASIVE SPECIES CONTROL FEE 

Franchise tax board appeals, 18:5020-18:5024 
-Hearing procedures, 18:5070-18:5086 
-Jeopardy determinations, 18:5030-18:5036 
Records, 18:3501. 18:4901 
Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
Relief from liability, 18:3502, 18:4902 

INVENTORIES, BUSINESS 

Bank and corporation tax 
-LI HO inventories 

See BANK AND CORPORATION TAX 
-Manufacturers' investment credit, exclusions, 

18:23649-5 
Income tax, manufacturers' investment credit, 
exclusions, 18:17053.49-5 

INVENTORS AND INVENTIONS 

Patents 
See PATENTS 

INVESTMENT ADVISERS 

Bank and corporation tax, allocation of income, 
18:25137-14 

INVESTMENT ANNUITIES 

Gift tax 

See GIFT TAX, subheading: Annuities 
Income tax 

-Information returns, 18:18631-18681(b) 
-Withholding, 18:18662-2 
Inheritance tax 

See INHERITANCE TAX, subheading: Annuity 

INVESTMENTS 

See also BONDS, INVESTMENT; SECURITIES 
Annuities 
See INVESTMENT ANNUITIES 
Broker-dealers, income tax, information returns, 

18:18641 
Manufacturers' investment credit 
-Bank and corporation tax, 

18:23649-0-18:23649-11 
-Income tax, 18:17053.49-0-18:17053.49-11 



JEWELRY 

Sales and use tax on repair, 18:1553 

JOINT STRIKE FIGHTER PROGRAM 

Bank and corporation tax 

-Property credits. 18:23637-1 to 18:23637-11 

—Carryforwards, 18:23637-9 

—Contract bidding, 18:23637-7 

—Credits, 18:23637-1 

—Definitions, 18:23637-2 

—Effective date, 18:23637-11 

— Enterprise zone sales or use tax credit, 

18:23637-11 
— General references, 18:23637-1 



JOINT STRIKE FIGHTER PROGRAM-conrinued 

Bank and corporation {ax-iontiniied 

-Property cred'ils— continued 

—Leasing, 18:23637-6 

— Manufacturers' investment credit, claiming, 

18:23637-11 
—Qualified costs, 18:23637-4 
—Qualified property, 18:23637-5 
— Qualified taxpayers, 18:23637-3 
—Recapture niles, 18:23637-8 
— Recordkeeping requirements, 18:23637-10 
-Wage credits, r8:23636-l to 18:23636-9 
—Carryforwards, 18:23636-7 
—Contract bidding, 18:23636-6 
—Credits, 18:2.3636-1 
— Definitions, 18:23636-2 
—Effective date, 18:23636-9 
— Enterprise zone hiring credit. 18:23636-9 
— General references, 18:23636-1 
— Qualified employees, 18:23636-5 
— Qualified taxpayers, 18:23636-3 
—Qualified wages, 18:23636-4 
— Recordkeeping requirements, 18:23636-8 
Income tax 

-Property credits, 18:17053.37-1 to 18:17053.37-11 
—Carryforwards, 18:17053.37-9 
—Contract bidding, 18:17053.37-7 
—Credits, 18:17053.37-1 
—Definitions, 18:17053.37-2 
—Effective date, 18:17053.37-11 
— Enterprise zone sales or use tax credit, 

18:17053.37-11 
— General references, 18:17053.37-1 
— Leasing, 18:17053.37-6 
— Manufacturers' investment credit, effect on, 

18:17053.37-11 
—Qualified costs, 18:17053.37-4 
--Qualified property. 18:17053.37-5 
— Qualified taxpayers, 18:17053.37-3 
—Recapture rules, 18:17053.37-8 
— Recordkeeping requirements, 18:17053.37-10 
-Wage credits, 18:17053.36-1 to 18:17053.36-9 
—Carryforwards, 18:17053.36-7 
—Contract bidding, 18:17053.36-6 
—Credits, 18:17053.36-1 
— Definitions, 18:17053.36-2 
—Effective date, 18:17053.36-9 
— Enterprise zone hiring credits, 18:17053,36-9 
— General references, 18:17053.36-1 
— Qualified employees, 18:17053.36-5 
— Qualified taxpayers, 18:17053.36-3 
—Qualified wages, 18:17053.36-4 
— Recordkeeping requirements, 18:17053.36-8 

JOINT TENANCY 

Gift tax 

See GIFT TAX 
Inheritance tax 

See INHERITANCE TAX 

JURISDICTION 

Equalization boards, county, 18:302, 18:324 
Inheritance tax, court's jurisdiction, 

18:14651-18:14653.1 
Property tax, 18:302, 18:324 
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KEROSENE 

Use tax 
See USE FUEL TAX 



LABORATORIES 

Sales and use tax, 18:1503 



LABOR ATORlES^ontinued 

Sales and use lax-con tinned 
-Dental laboratories, 18:1506 
-X-ray laboratories, 18:1528 

LAND 

See REAL ESTATE 

LANDFILLS 

Sales and use tax, transportation of material, 
18:1628 

LAST-IN, FIRST OUT INVENTORIES 

Bank and corporation tax 
See BANK AND CORPORATION TAX 

LAWYERS 

Property tax, equalization of assessment hearing, 
representation at, 18:314 

LEAD 

Childhood lead poisoning prevention program fees 

-Franchise Tax Board appeals, 18:5020-18:5024 

—Hearing procedure, 18:5070-18:5086 

— Jeopardy determinations, 18:5030-18:5036 

-Records, 18:4901 

-Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
-Relief from liability, 18:4902 
Occupational lead poisoning prevention fees 
-Franchise Tax Board appeals, 18:5020-18:5024 
—Hearing procedure, 18:5070-18:5086 
— Jeopardy determinations, 18:5030-18:5036 
-Records, 18:4901 
-Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
-Relief from liability, 18:4902 

LEASES 

Bank and corporation tax on rental income, 

18:25120 
Common carriers, sales and use tax on mobile 

transportation equipment, 18:1661, 18:1669 
Computer equipment and programs 
-Sales and use tax, 18:1502 
Income tax on rental income 
-Information returns, I8:18631-18681(b) 
-Withholding, 18:18662-2 
Joint strike fighter property tax credits 
-Bank and corporation tax, 18:23637-6 
-Income tax, 18:17053.37-6 
Mobile transportation equipment, sales and use tax, 

18:1661, 18:1669 
Property tax 
-Reappraisal upon change in leasehold interests, 

18:462.100 
-Situs, 18:204 
Sales and use tax 
See SALES AND USE TAX 

LEMON LAW 

Motor vehicle restitution or replacement under 
-Sales tax, 18:1655 

LIBRARIES 

Sales and use tax, 18:1506 
-Friends of the library, 18:1597 
-Photocopy machines, 18:1574 

LICENSING 

Cigarettes, sales, distribution, import, and manufac- 
ture, 18:4500-4703 
See also CIGARETTE AND TOBACCO PROD- 
UCTS LICENSING ACT OF 2003 
Fuel use vendors, 18:1307 
Property tax appraisers 
-Permanent certification, 18:283 
-Retention and revocation of certificate, 18:284 
-Temporary certification, 18:282 
Tobacco products, sales, distribution, import, and 
manufacture, 18:4500-4703 
See also CIGARETTE AND TOBACCO PROD- 
UCTS LICENSING ACT OF 2003 

LIENS 

Gift tax liens 

-Certificate, 18:16067 

-Release, 18:16066 

-Subordination, 18:16066 

Inheritance tax lien, recordation, 18:14301 
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L\ENS vonliinic'd 

Mechanic's liens, sales and use tax, 18:1569 

Sales and use tax, 18:1569 

LIFE INSURANCE 

Bank and corporation tax. exclusion of proceeds. 

18:24305 
Gilt tax. 18:15104.9 
-Property description. 18:15656.1 
-Records, 18:1.5656.6 
-Valuation, 18:15558 
—Assignment. 18:15558.2 
Inheritance tax 
.SV(' INHERITANCH TAX 

LIFO INVENTORIES 

Bank and corporation tax 
See BANK AND CORPORATION TAX 

LIMITATION PERIODS 

See STATUTH OF LIMITATIONS 

LIMITED LIABILITY COMPANIES 

Nonresidents, income tax, 18:17951-4 
Property tax. transfer of real property interests, 

reappraisal, 18:462.180 
Termination or dissolution, sales and use tax, lia- 
bility of responsible person, 18:1702.5 

LIMITED PARTNERSHIPS 

Bank and corporation tax 
See }icneruU\ BANK AND CORPORATION 
TAX 

LIQUEFIED PETROLEUM GAS 

Property tax, valuation of LPG tanks, 18:153 
Sales and use tax, 18:1533 
U.se lax 
-SV^' USE FUEL TAX 

LIQUIDATION 

Bank and corporation tax 

-More than one income year covered, 18:24502 

-Treatment of distributions, 18:24501 

LIQUOR 

See ALCOHOLIC BEVERAGE TAX 

LITTLE LEAGUE ORGANIZATIONS 

Sales and use tax, 18:1597 

LIVESTOCK 

Sales and use tax, 18:1587 

LOCAL AGENCIES 

Equalization boards 
See EQUALIZATION BOARDS, COUNTY 

LOCAL TAXES 

See specific type of tax 

LOSSES 

Deduction for, bank and corporation tax 
See HANK AND CORPORATION TAX 
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MAILING SERVICES 

Sales and use tax, 18:1504 

MAINTENANCE CONTRACTS 

Business tax. 18:1546 

MANUFACTURED HOUSING 

Mobile homes 
See MOBILE HOMES 

MANUFACTURERS 

Ciearettes. licensing, 18:4500-4703 
See also CIGARETTE AND TOBACCO PROD- 
UCTS LICENSING ACT OF 2003 
Investment credit 
-Bank and corporation tax 

See BANK AND CORPORATION TAX 
-Income tax 

See INCOME TAX 
Joint strike fighter tax credits 
See JOINT STRIKE FIGHTER PROGRAM 
Sales and use tax 
See SALES AND USE TAX 



MANUFACTURERS-(Y)/////;He^/ 

Tobacco products, licensing, 18:4500-4703 
See also CIGARETTE AND TOBACCO PROD- 
UCTS LICENSING ACT OF 2003 

MARKETS AND MARKETING 

Sales and use tax on marketing aids. 18:1670 

MEAT AND MEAT PROCESSING 

Sales and u.se tax, 18:1587 

-Partial exemption, 18:1533.2, 18:1533.2 Appx. A 

MECHANIC'S LIENS 

Sales and use lax, 18:1569 

MEDICAL APPLIANCES, DEVICES, AND SUP- 
PLIES 

Sales and use tax, 18:1591 
-Oxygen delivery systems, 18:1591.4 
-Specific devices, 18:1591.1 
-Wheelchairs, crutches, canes, and walkers, 
18:1591.2 

MEDICAL IDENTIFICATION TAGS 

Sales and use tax, 18:1570 

MEDICARE SUPPLEMENT COVERAGE 

Sales and use tax, 18:1614 

MEDICATIONS 

See DRUGS 

MEMBERSHIP FEES 

Sales and use tax, 18:1584 

MENTALLY ILL PERSONS 

Income tax returns by guardian or committee, 
18:18-505-2 

MICROFILM AND MICROFICHE 

Sales and use tax, 18:1502 

MILITARY SERVICE 

See also VETERANS 

Installations, sales and use tax, 18:1614, 18:1616 
Joint strike fighter tax credits 

See JOINT STRIKE FIGHTER PROGRAM 

MINERALS 

Sales and use tax, 18:1596 

MINES AND MINING 

Corporation tax 
-Deductions 

See BANK AND CORPORATION TAX, sub- 
heading: Natural resource deductions 
-Extractive business activity, 18:25128-1 
Property tax valuation, 18:469 

MINORS 

See CHILDREN 

MISREPRESENTATION 

See FRAUD 

MOBILE HOMES 

Sales and use tax, 18:1521, 18:1596, 18:1610.2 

-Lease, 18:1660 

-Resale certificates, 18:1668 

MOBILE TRANSPORTATION EQUIPMENT 
LEASING 

Sales and use tax. 18:1661, 18:1669 

MONUMENTS AND MEMORIALS 

Sales and use tax, 18:1572 

MORTICIANS 

Sales and use tax, 18:1505 

MOTION PICTURE PRODUCTION 

Corporation tax, allocation and apportionment of 

income. 18:25137-8 
Sales and use tax, 1 8: 1 529 
-Advertising agency services. 18:1540 
-Teleproduction and postproduction equipment, 
18:1532 

MOTOR CARRIERS 

See also COMMON CARRIERS 
Corporation tax, allocation and apportionment of 

income, 18:25137-11 
Sales and use tax 
-Trucks and trailers, use in interstate or out-of-state 

commerce, 18:1620.1 
— Exemption certificate, 18:1620.1 Appx. 



MOTOR VEHICLE FUEL LICENSE TAX, 

18:1101-18:1178 
Appeals 

See FRANCHISE TAX BOARD APPEALS 
Bank and corporation lax deductions, 18:24345-4 
Blended, compounded or redistilled fuel, 18:1 1 19 
Conversion factor, 18:1122 
Credit on tax return 
-Relumed fuel, 18:1120 
-Supplier for tax paid twice, 18:1161 
Deductions 

-Relumed fuel, 18:1120 
Definitions. 18:1101-18:1111 
-Exports. 18:1132 
-Ex-tax fuel. 18:1105 
-Highway. 18:1111 
-Motor vehicle fuel, 18:1101 
-Records, 18:1178 
-Tax-paid fuel, 18:1105 
Electronic funds transfer payments, 18:1160, 

18:4905 
Exemptions, 18:1132-18:1137 
-Exports, 18:1132 
-Jet fuel sales, 18:1137 

-United States government, distribution to, 18:1 134 
Exports, exemption, 18:1132 
Ex-lax fuel 
-Definitibn. 18:1105 
-Exports. 18:1132 

Failure to file or pay, relief from liability, 18:1 124 
Forms 

-Supplier for lax paid twice, 18:1161 
Forms, jet fuel sale exemption, 18:1137 
Franchise Tax Board appeals, 18:5020-18:5024 
-Hearing procedure, 18:5070-18:5086 
-Jeopardy determinations, 18:5030-18:5036 
Highway, definition, 18:1111 
Imposition, 18:1120-18:1124 
Jet fuel sales 
-Exemption, 18:1137 
-Records, 18:1177 
Liability, 18:1105 
Payment by electronic funds transfer, 18:1 160, 

18:4905 
Records, 18:1178, 18:4901 
-Jet fuel dealer. 18:1177 
-Sales records 
—Jet fuel dealer, 18:1177 
Redetermination hearings 
See Franchise Tax Board appeals, this heading 
Refiner, 18:1123 
Refunds 

-Relumed fuel, 18:1120 
-Supplier for lax paid twice, 18:1161 
Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
Relief from liability, 18:4902 
Returns, 18:1120 

-Correction for relumed fuel, 18:1120 
-Supplier, 18:1123 
Suppliers, 18:1123 

-Refund or credit for tax paid twice, 18:1 161 
Tax-paid fuel 
-Definition, 18:1105 
-Exports, 18:1132 
Terminal operator, 18:1123 
United States government, distribution to 
-Exemptions, 18:1134 
Unit of measure 
-Conversion factor, 18:1 122 

MOTOR VEHICLES 

Carriers 
See COMMON CARRIERS 
Disabled persons, for, sales and u.se tax, 18:1591.3 
Gasoline 
-License lax 

See MOTOR VEHICLE FUEL LICENSE TAX 
-Sales and use tax, 18:1598 
Handicapped persons, for, sales and use tax, 

18:1591.3 
Physically handicapped persons, for, sales and use 

lax, 18:1591.3 
Registration fees, bank and corporation tax deduc- 
tions, 18:24345-1 
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MOTOR \/EH\CLES-a>iUimied 

Sales and use tax, 18:1610 

-Contract cancellation option, and, 18:1566, 

18:1635 
-Court-ordered sales, 18:1573 
-Dealers and salespersons, 18:1566 
-Foreign consulate purchases, 18:1619 
-Fuel, ^18: 1598 
-Gasoline. 18:1.598 
-Incentives, 18:1671.1 
-Leases, 18:1610 
—Fuel, 18:1598 

— Local taxes for long-term leases, 18: 180.3. .3 
—Resale, held for, 18:1669.5 
—Schools, to, 18:1669.5 
-Purchased outside of state. 18:1620 
-Resale, use of property held for, 18:1669.5 
-Restitution or replacement under Lemon Law, 

18:1655 
-Reupholstering, 18:1550 
-Sale of business, 18:1595 
-Stretch limousines, 18:1526 
-Tire retreading and recapping, 18:1,548 
-Transactions taxes, 18:1823.5 

MOVIES 

Studios 
See MOTION PICTURF PRODUCTION 

MUNICIPALITIES 

Property tax. Franchise Tax Board appeals, 
18:5050-18:50-56 

MUSEUMS 

Sales and use tax, 18:1586 

MUTUAL FUNDS 

Bank and corporation tax, allocation of income, 
18:25137-14 
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NARCOTICS 

See f>enerally DRUGS 

NATIVE AMERICANS 

See INDIAN AFFAIRS AND RESERVATIONS 

NATURAL GAS 

See also OIL AND GAS 
Surcharge 

-Records, 18:3501, 18:4901 
-Relief from liability, 18:3502, 18:4902 
Use tax 

See USE FUEL TAX 

NATURAL RESOURCES 

Corporation tax deductions 
See BANK AND CORPORATION TAX 

NEON SIGNS 

Sales and use tax, 18:1660 

NEWSPAPERS 

Corporation tax 

-Allocation and apportionment of income, 

18:25137-12 
-Circulation expenditures, deductions, 18:24364 
Sales and use tax, 18:1590 

NONPROFIT ORGANIZATIONS 

Property tax, welfare exemption for housing owned 

and used for charitable purposes, 18:137 
Registration 

-Failure to register, 18:23703 
Reports, failure to file, 18:23703 
Sales and use tax, 18:1570, 18:1597 
-Food services, 18:1603 
-Vending machines, 18:1574 
Uru-elated business income tax 
See BANK AND CORPORATION TAX 

NONRESIDENTS 

Aliens 

See ALIENS 
Gift tax 

See GIFT TAX 



NONRESIDENTS-(y;/;///i//('^/ 

Income tax 

See INCOME TAX 
Inheritance tax 

See INHERITANCE TAX 

NOTICE 

Bank and corporation tax 

See BANK AND CORPORATION TAX 
Cigarette and tobacco products, licensing viola- 

tion.s, 18:4600-18:4602 
Franchise Tax Board appeals, 18:5079 
-County, city, or municipal corporation taxable 

property, 18:5055 
-Hearings, 18:.5()76 
—Notice of decision, 18:5081.2 
-leopardy determination hearings, 18:5036 
Gift tax 

-Deficiency determination, 18:15804 
-Withholding by third party, 18:16101 
Income tax 

-Delinquent tax withholding, 18:18662-4 
-Federal tax changes, 18:18586.3 
-Withholding rate, 18:18662-3 
Inheritance tax, determination by controller, 

18:14562 
Property tax 

See PROPERTY TAX 
Sales and use tax 

-Spouse's right to claim innocent spouse relief, 
18:1705.1 
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OCEANOGRAPHIC RESEARCH 

Boats, property tax, four percent assessment, 
18:151 

OFF-ROAD VEHICLES 

Die.sel fuel tax, exemptions, 18:1432 

Use fuel tax, exemptions, 18:1316, 18:1319 

OIL AND GAS 

See also FUELS 
Corporation tax 

-Extractive business activity, 18:25128-1 
-Intangible drilling and development costs, deduc- 
tions, 18:24423 
Marine terminal operators, spill prevention and 

administration fees, 18:2231-18:2257 
Oil spills 
See OIL SPILL PREVENTION AND 

RESPONSE FEES 
Pipeline operators, spill prevention and administra- 
tion fees, 18:2231-18:2257 
Refineries 

-Diesel fuel tax, 18:1420 

-Motor vehicle fuel license tax liability, 18:1123 
Underground storage tanks 
See UNDERGROUND STORAGE TANKS 
Used oil recycling 

See USED OIL RECYCLING PROGRAMS 
FEES 

OIL SPILL PREVENTION AND RESPONSE 

Definitions 

-Fees, 18:2240-18:2242 

Fees, 18:2231-18:2257 

-Definitions 

—Barrel of crude oil, 18:2241 

— Barrel of petroleum products, 18:2242 

— Petroleum products, 18:2240 

-Electronic funds transfer payment, 18:2257, 

18:4905 
-Records, 18:2255, 18:4901 
-Relief from liability, 18:2250, 18:4902 
Records 
-Fees, 18:2255 

OIL SPILL PREVENTION AND RESPONSE 
FEES 

Dates of 9-24-90 to 12-12-90, 18:2232 



OIL SPILL PREVENTION AND RESPONSE 

¥EES-i-(mtiniied 
Franchi.se Tax Board appeals, 18:5020-18:5024 
-Hearing procedure, 18:.5070-18:.5086 
-Jeopardy determinations, 18:5030-18:5036 
Reimbursement claims, taxpayer bill of riahts, 

18:.5090- 18:5095 

OLDER PERSONS 

Sales and use tax, food services, 18:1603 

OLYMPIC GAMES 

Special Olympics, sales and use tax, 18:1597 

OPTICIANS 

Sales and use tax, 18:1592 

OPTOMETRISTS 

Sales and use tax. 18:1591, 18:1.592 

ORCHARDS 

Property tax exemptions, 18:131 

ORTHOTIC DEVICES 

Sales and use tax, 18:1591 

OSTRICHES 

Sales and use tax, 18:1587 

OXYGEN DELIVERY SYSTEMS, MEDICAL 

Sales and use tax, 18:1591.4 



PAGERS 

Sales and use tax, 18:1585 

PAINT 

Sales and use tax, 18:1524 
-Repainting, 18:1551 

PARENT AND CHILD 

See CHILDREN 

PARTNERSHIPS 

Bank and corporation tax 
See lieneralh BANK AND CORPORATION 

TAX 
Income tax 
-Automatic extension of time for filing returns, 

18:18567 
-Manufacturers' investment credit, recaptures, 

18:17053.49-8 
-Nonresidents, 18:17951-1, 18:17951-4 
-Receivership, returns, 18:18505-3 
Property tax 
-Transfer of real property interests, reappraisal, 

18:462.180 
-Welfare exemption for low-income housing, 

18:140.1 

PATENTS 

Bank and corporation tax, 18:25120 
-Depreciation, 18:24349(1) 
Gift tax, valuation, 18:15551.15 
Income tax 

-Nonresidents, 18:17952 
— Estate or trust beneficiaries, 18:17953 
-Withholding, 18:18662-2 
Inheritance tax, valuation, 18:13951.12 
Taxation 

-Technology transfer agreements, sales and use 
tax, 18:1507 

PAWNBROKERS 

Sales and use tax, 18:1569 

PAYROLL 

See generally WAGES 
Allocation of income 
See BANK AND CORPORATION TAX 

PENALTIES 

See specific type of tax (e.g., BANK AND COR- 
PORATION TAX) 

PERIODICALS 

Corporation tax, allocation and apportionment of 
income, 18:25137-12 
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PERSONAL INCOME TAX 

Si'c INCOMH TAX 

PERSONAL PROPERTY 

CJil't tax 

Sec GIFT TAX 
Income tax 

St'c INCOMH TAX 
Property tax 

Sec PROPKRTY TAX 
Repossession 

Sec RKPOSSHSSION 

PETROLEUM 

Sec OIL AND GAS 

PHARMACISTS AND PHARMACIES 

Sales and use tax. 18:1591 

PHOTOGRAPHERS AND PHOTO FINISHERS 

Sales and use tax. 18:1528 

PLANES 

See AIR TRANSPORTATION 

PLANT NURSERIES 

Sales and use tax, 18:1588 

PLANTS 

Sales and use tax. 18:1588 

POLITICAL ACTIVITY 

Inheritance tax referees. 18:14772 

POP WARNER FOOTBALL ORGANIZATION 

Sales and use tax. 18:1597 

POULTRY AND POULTRY PRODUCTS 

Sales and use tax, 18:1587 

-Partial exemption. 18:1533.2, 18:1533.2 Appx. A 

POWER OF APPOINTMENT 

Inheritance tax 
See INHERITANCE TAX 

POWER OF ATTORNEY 

Franchise Tax Board appeals, 18:5073 

PRE-NEED FUNERAL ARRANGEMENTS 

Sales and use tax, 18:1505 

PRESCRIPTIONS 

See DRUGS 

PRINTING 

Corporation tax, allocation and apportionment of 

income, 18:25137-12 
Sales and use tax, 18:1541 
-Mailing lists and services, 18:1504 

PRIVACY 

See generally ACCESS TO INFORMATION 

PRIZES 

Sales and use tax, 18:1670 

PROPERTY 

See REAL ESTATE 

PROPERTY FACTOR 

Allocation of income 
See BANK AND CORPORATION TAX 

PROPERTY TAX, 18:1-18:1051 

Access to Board of Equalization records, 18:8012 

Air transportation 

-Allocation of aircraft, 18:202 

-Repair or maintenance, exemption for out-of-state 

aircraft. 18:138 
-Situs. 18:201. 18:202, 18:205 
Aliens, senior citizen property tax assistance eligi- 
bility, 18:20561 
Appraisal 

See Valuation, this heading 
Appraisers. 18:281-18:283 
-Definition. 18:281 
-Permanent certification, 18:283 
-Retention and revocation of certificate, 18:284 
-Temporary certificalion. 1 8:282 
As.sessment appeals boards 

See EQUALIZATION BOARDS, COUNTY; 
FRANCHISE TAX BOARD APPEALS 
Assessments, 18:101-18:283 
-Air carriers' aircraft, allocation, 18:202 
-ATMs, 18:122.5 



PROPERTY JAX-continued 

AsscssmcnXs-coiiliiiued 

-Classification of property, 18:121-18:124 

—Examples, 18:124 

—Racehorses, 18:1047 

-Computer equipment. 18:152 

-Electric generation facilities, 18:905 

-Fixtures, classification. 18:122.5 

-Improvements, classification. 18:122 

-Land, classification. 18:121 

-Personal property, tangible; classification, 18:123 

-Supplemental 

— Homeowner's exemption. 18:135.5 

— New construction. 18:463.500 

-Watercraft. four percent assessment. 18:151 

ATMs, assessments. 18:122.5 

Audits. 18:191-18:193 

-Findings. 18:191 

-Mandatory. 18:192 

-Purpose. 18:191 

-Racehorse tax. 18:1045 

-Response. 18:191 

-Scope. 18:193 

Bank and corporation tax deductions, 18:24345-1 

Base year value, determination 

-Corrections. 18:264 

Base year value determination, equalization of 

assessment. 18:305.5 
Board-ordered roll changes. 18:265 
Business inventories, exemptions, 18:133 
Cemeteries, exemptions. 18:132 
Changes in ownership, reappraisal. 

18:461-18:462.260 
-Date of change. 18:462.260 
-Deed presumption, 1 8:462.200 
-Definition. 18:462.001 
-Eminent domain proceedings, 18:462.500 
-Estates for years, 18:462.060 
-Foreclosure, 18:462.120 
-Generally, 18:462.001 
-Holding agreements, 18:462.200 
-Interspousal transfers, 18:462.220 
-Joint tenancies. 18:462.040 
-Leases, 18:462.100 
-Legal entities, 18:462.180 
-Life estates, 18:462.060 
-Possessory interests, 18:462.080 
-Property acquired to replace property taken by 

governmental action, 18:462.500 
-Sale and leaseback, 18:462.200 
-Security transactions, 18:462.200 
-Tax delinquency transfers, 18:462.140 
-Tenancies in common, 18:462.020 
-Transfers not change of ownership, 18:462.240 
Classification of property, 18:121-18:124 
-Examples, 18:124 
-Racehorses, 18:1047 
Collection, racehorse tax, 18:1045 
Comparative sales valuation method, 18:4 
-Land Conservation Act agreement, 1 8:54 
-Post-De Luz possessory interests, 18:21 
-Pre-De Luz possessory interests, 18:21 
Computer equipment, assessment, 18:152 
Computer software, assessment, 18:152 
Consumer property, valuation, 18:10 
Cooperative housing corporations, homeowner's 

exemption, 18:135 
Corporate affiliations, reappraisal of property trans- 

fen-ed between, 18:462.180 
Corrections of rolls, 18:263 
-Base year value corrections, 1 8:264 
Cost valuation method 
-Post-De Luz possessory interests, 18:21 
-Pre-De Luz possessory interests, 18:21 
County boards 
See EQUALIZATION BOARDS, COUNTY 
Deed presumption changes, reappraisal, 18:462.200 
Definitions, 18:301 
-Appraiser, 18:281 

-Escape assessment, property subject to, 18:305.3 
-Fixtures, 18:122.5 
-Limitations, 18:460 
-Mining properties, 18:469 
-New construction, 18:463.500 



PROPERTY JAX-continiied 

Dehmuons-contiiuied 

-Possessory interests, 18:20, 18:21 

-Senior citizens property tax assistance 

— Medically incapacitated. 18:20501 

— "Substantially equivalent to property taxes." 

18:20502 
-Significant assessment problems. 18:371 
-Valuation, 18:2 

Delinquency transfers, reappraisal, 18:462.140 
Disabled veterans' exemption, 18:135 
Electric generation facilities, assessment, 18:905 
Eminent domain takings, valuation, 18:462.500 
Equalization of county assessments, 18:302-18:309 
-Application for, 18:305 

— Boai'd member or hearing officer, by, 18:308.6 
— Copy, transmission to assessor, 18:306 
-Base year value, determination. 18:305.5 
-Decision, 18:324 

-Disqualification of board member or hearing offi- 
cer, 18:308.5 
-Escape assessments, property subject to, 18:305.3 
-Evidence, 18:305.1, 18:313 
—Burden of proof, 18:321 
-Findings of fact, 18:308, 18:324 
-Hearing, 18:309-18:323 
—Appearance, 18:313. 18:317 

Applicant or agent, 18:317 

— Attendance, 18:313 

—Burden of proof, 18:321 

— Chairperson, selection and powers, 18:310 

— Cominuance. 18:313. 18:323 

—Decision, 18:324 

Notice, 18:325 

— Denial of hearing, notice, 18:309 

— Disqualification of board member or hearing 

officer, 18:308.5 
— Evidence, 18:313 

Burden of proof, 18:321 

— Examination of applicant, 18:316 
—Findings of fact, 18:308, 18:324 
— Legal counsel, 18:314 
— Notice 

Decision, 18:325 

Denial of hearing, 18:309 

Hearing, 18:307 

— Prehearing conferences, 18:305.2 

—Quorum, 18:311 

—Reconsideration, 18:313, 18:326 

—Recording, 18:312 

— Subpoenas, 18:322 

—Time of, 18:309 

— Vote required, 18:311 

— Witnesses and testimony, 18:313 

Subpoena, 18:322 

-Intercounty equalization by state board 
— Representative sampling, 18:370 
— Significant assessment problems, 18:371 
-Jurisdiction, 18:324 
-Notice 

—Decision, 18:325 
—Denial of hearing, 18:309 
—Hearing, 18:307 
-Reconsideration, 18:313, 18:326 
-Request for exchange of information, 18:305.1 
-Time requirements, 18:305 
Equalization of state assessments, petition 
-Franchise Tax Board hearings, 18:5040-18:5043 
-Time requirements, 18:904 
— Franchise Tax Board hearings, 18:5041 
Escaped property 

-Equalization of assessment, 18:302 
— Application for equalization, 18:305.3 
-Rolls, entering on, 18:262 
Estates for years, reappraisal upon change in own- 
ership, 18:462.060 
Exempfions, 18:131-18:135.5, 18:131-18:137 
-Business inventories, 18:133 
-Cemeteries, 18:132 
-Disabled veterans' exemption, 18:135 
-Forms, 18:101 

-Homeowner's property, 18:135 
— Supplemental assessment, 18:135.5 
-Household furnishings. 18:134 
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PROPERTY TAX^continued 

F^xcmpUons-coniiinied 

-Inventories, business, 18:133 

-Orchards, 18:L3I 

-Personal effects, 18:134 

-Pets, 18:134 

-Veterans, 18:135 

-Veterans' exemption, 18:464 

-Vineyards, 18:131 

-Welfare exemption for housing owned and used 

for charitable purposes, 18:137 
Hxtension of time requirements, 18:1051 
Fishing watercraft, four percent assessment, 18:151 
Fixtures, classification, 18:122.5 
Foreclosure, reappraisal requirements, 18:462.120 
Foreign commerce, goods in transit, situs, 18:203 
Forms 

-Kqualization of county assessments. 18:305 
-Flxemptions, 18:101 
-Property statements. 18:171 
-Racehorse tax. 18:1045 
-Rolls, approval. 18:252 
Franchise Tax Board appeals 

Sec also FRANCHISE TAX BOARD APPEALS 
-County, city, or municipal corporation taxable 

property, 18:5050-18:5056 
Geothermal properties, valuation, 18:473 
Gifts 

See GIFT TAX 
Goods in transit, situs, 18:203 
Government-owned real property, taxable, posses- 
sory interests, 18:29 
Holding agreements, conveyance of title, 

18:462^.200 
Homeowner's exemption, 18:135 
-Supplemental assessment, 18:135.5 
Hou.sehold furnishings, exemptions, 18:134 
Hydrocarbon production, valuation, 18:468 
-Possessory interest, 18:27 
Improvements, classification, 18:122 
Income valuation method, 18:8 
-Land Conservation Act agreement, 18:54 
-Post-De Luz possessory interests, 18:21 
-Pre-De Luz possessory interests, 18:21 
Interstate commerce, goods in transit, situs, 18:203 
Inventories, business, exemptions, 18:133 
Joint tenancies, reappraisal upon change in owner- 
ship, 18:462.040 
Jurisdiction, equalization boards, county, 18:302 
Land 

See Real estate, this heading 
Leased property, situs, 18:204 
Leases, reappraisal upon change in leasehold inter- 
ests, 18:462.100 
Limitations, definitions, 18:460 
Liquefied petroleum gas tank valuation, 18:153 
Local rolls 

See Rolls, this heading 
Low-income housing, welfaie exemption, 

18:140-18:143 
Manufacturer property, valuation, 18:10 
Mineral production reports 
-Execution, 18:172 
-Time for fifing, 18:171 
Mining properties, valuation, 18:469 
Movable property situs, 18:205 
New construction 

-Supplemental assessments, 18:463.500 
-Valuation, 18:463 

Nonprofit corporations, welfare exemption for 
housing owned and used for charitable pur- 
poses, 18:137 
Notice 

-Equalization of county assessments 
—Decision, 18:325 
—Denial of hearing, 18:309 
—Hearing, 18:307 
-Homeowner's exemption, 18:135 
— Supplemental assessment, 18:135.5 
-Valuation, 18:904 

Open-space lands valuation, 18:51-18:53 
-Perennials other than timber, 18:52 
-Qualifying agreements, 18:51 
-Timberland, 18:53 



PROPERTY TAX-i-oiuiniied 

Orchards, exemptions, 18:131 

Overpayment, racehorse tax, 18:1045 

Ownership change, reapprai.sal, 18:461-18:462.260 

See also Changes in ownership, reappraisal, this 
heading 
Penalties 

-Equalization, 18:302 
-Rolls, entering on, 18:261 
-Timbedand records, failure to maintain, 18:1031 
Personal effects, exemptions, 18:134 
Personal property, tangible 
-Business inventories, exemptions, 18:133 
-Classification, 18:123 
-Computer equipment, assessment, 18:152 
-Household furnishings, exemptions. 18:134 
-Personal effects, exemptions, 18:134 
-Pets, exemptions, 18:134 
-Valuation, 18:10 

-Watercraft, 4 percent assessment, 18:151 
Petitions for reassessment. Franchise Tax Board, 

hearing, 18:5040-18:5043 
Pets, exemptions, 18:134 
Possessory interest, valuation, 18:20-18:28 
-Changes in ownership, reappraisal, 18:462.080 
-Continuity, 18:22 
-Definitions, 18:20, 18:21 
-Examples of taxable interests, 18:28 
-Government-owned real property, taxable, 18:29 
-Hydrocarbon production, 18:27 
-Post-De Luz possessory interests, 18:21 
-Pre-De Luz possessory interests, 18:21 
-Rights to be valued, 18:21 
-Taxable interest examples, 18:28 
-Taxable interests, 18:20 
-Term of possession, 18:21 
Producer property, valuation, 18:10 
Property statements, 18:901 
-Execution, 18:172 
-Forms, 18:171 
Racehorses, 18:1045-18:1047 
-Administration, 18:1045 
-Applicability of tax, 18:1046 
-Audits, 18:1045 
-Classification, 18:1047 
-Collection of tax, 18:1045 
-Forms, 18:1045 
-Overpayment, 18:1045 
-Refund claims, 18:1045 
Raih-oad cars, private, 18:1001-18:1003 
-Annual report, 18:1001 

-Franchise Tax Board appeals, 18:5040-18:5043 
-Missing data, 18:1003 
Real estate 

-Classification, 18:121-18:122.5 
-Reappraisals, 18:461-18:462.260 
Reappraisals, 18:460-18:462.260 
Reassessments 

See Equalization of county assessments, this head- 
ing; Equalization of state assessments, peti- 
tion, this heading 
Records 

-Access to Board of Equalization records, 18:8012 
-Equalization of assessment hearing, 18:312 
-Homeowner's exemption, 18:135 
-Timberland, 18:1031 
Refund claims, racehorse tax, 18:1045 
Rental property, situs, 18:204 
Reports 

-Mineral production reports, 18:171, 18:172 
-Property statements, 18:171, 18:172, 18:901 
-Railroad cars, private, 18:1001 
Reproduction and replacement cost valuation 

method, 18:6 
Retailer property, valuation, 18:10 
Rolls, 18:252-18:266 
-Access to, 18:266 
-Board-ordered changes, 18:265 
-Board-prepared, 18:254 
-Contents, 18:252 
-Copies, 18:266 
-Corrections, 18:263 
— Base year value corrections, 18:264 
-Escaped property, 18:262 



PROPERTY TAX-coiitimied 

Rolh-ioiitinued 

-Exempt values, 18:252 

-Extended, 18:252 

-Forms, approval, 18:252 

-Inspection, 1 8:266 

-Machine-prepared 

—Contents, 18:252 

-Non-machine-prepared, 18:252 

-Penalties, entering, 18:261 

-Supplemental assessments, 18:255 

-Unextended. 18:254 

Sale and leaseback transactions, 18:462.200 

Satellites located in outer space, no tax situs in 

state. 18:206 
Senior citizens property tax assistance 
-Aliens, eligibility, 18:20561 
-Medically incapacitated, defined, 18:20501 
-Opportunity to cure deficiency, 18:20505 
-Proof of disability, 1 8:20504 ' 
-Submission of bill, 18:20503 
-"Substantially equivalent to property taxes," 

defined, 18:20502 
Situs, 18:201-18:206 
-Air carriers' aircraft, components, and supplies, 

18:201, 18:202 
-Aircraft, 18:205 
-Goods in transit, 18:203 
-Leased property, 18:204 
-Movable property, 18:205 
-Rental property, 18:204 
-Satellites in outer space, 18:206 
Storage of property, valuation, 18:10 
Supplemental assessments 
-Enrollment of, 18:255 
-Homeowner's exemption, 18:135.5 
-New construction, 18:463.500 
Tangible personal property 

See Personal property, tangible, this heading 
Tenancies in common, reappraisal upon change in 

ownership, 18:462.020 
Timber yield tax, 18:1020-18:1031 

See also TIMBER AND TIMBERLANDS 
Time requirements 
-Equalization of county assessments 
— Application, 18:305 
—Hearing, 18:309 

-Equalization of state assessments petition, 18:904 
-Extension, 18:1051 
-Property statement, filing, 18:901 
Timeshare properties, valuation, 18:472 
Trusts, reappraisal upon change in ownership, 

18:462.160 
Valuation, 18:1-18:54 
-Applicability of regulations, 18:1 
-Changes, 18:461 
-Changes in ownership, reappraisal, 

18:462.001-18:462.260 
-Comparative sales method, 18:4 
— Land Conservation Act agreement, 18:54 
— Post-De Luz possessory interests, 18:21 
— Pre-De Luz possessory interests, 18:21 
-Cost method 

--Post-De Luz possessory interests, 18:21 
— Pre-De Luz possessory interests, 18:21 
-Definitions, 18:2 

— Possessory interests. 18:20, 18:21 
-Eminent domain takings, 18:462.500 
-Geothermal properties, 18:473 
-Hydrocarbon production, 18:468 
-Income method, 18:8 
— Land Conservation Act agreement, 18:54 
— Post-De Luz possessory interests, 18:21 
— Pre-De Luz possessory interests, 18:21 
-Land Conservation Act agreement, 18:54 
-Liquefied petroleum gas tanks, 18:153 
-Methods, 18:3-18:8 
-Mining properties, 18:469 
-New construction, 18:463 
-Notice, 18:904 
-Open-space lands, 18:51-18:53 
— Perennials other than timber, 18:51 
— Qualifying agreements, 18:51 
— Timberiand, 18:53 



TITLE 18 INDEX 



RESEARCH AND DEVELOPMENT 23 



PROPERTY TfiiX-iontiniicd 
\-a\uMon -coiitliiued 
-Personal property, tangible, 18:10 
-Reappraisals. 1 8:460- r8:462.260 

Reproduetion and replaeement eost method, 18:6 
-Tangible personal property, 18:10 

-1 imeshai'e properties, 18:472 

Value indieators, determination, 18:901.3-18:904 

-Nonunilarv property, 18:904 

-Notiee. 18:904 

-Sehedule, 18:901. .3 

-Unitary property, 18:902, 18:904 

- Publie meeting.s, 18:90.1 
Veteran's exemption, 18: l."^?, 18:464 
Vineyards, exemptions, 18:1.^1 
Watererat't. four pereent assessment, 18:151 
Welfare exemptions 
-Franchise Tax Board appeals, hearing procedure, 

1 8:3070- 18:.'S086 
-Housing owned and used for charitable purposes, 

18:1.17 
-Low-income housing, 18:140-18:14.1 

PUBLICATIONS 

Corporation tax 

-Circulation expenditures, deductions, 18:24.164 

-Periodicals, allocation and apportionment of 

income, 18:25137-12 
Sales and use tax 
-Advertising agencies, 18:1540 
-Advertising brochures and catalogues, 18:1541.5 
-Authors, 18:1543 
-Cartoons, 18:1543 
-Columns, 18:1543 
-Computer equipment and program manuals, 

18:1502 
-Designers and art directors, 18:1.543 
-Kditors, 18:1543 
-Illustrations, 18:1543 

-Medical health information literature, 18:1570 
-Newspapers, 18:1590 
-Periodicals, 18:1590 
-Production functions, 18:1543 
-Syndicators, 18:1543 
-Transportation charges, 18:1543 
-Word processing, 18:1502.1 

PUBLIC RECORDS 

See generally ACCESS TO INFORMATION; 
RECORDKEEPING REQUIREMENTS 

PUBLIC SERVICE ORGANIZATIONS 

See NONPROFIT ORGANIZATIONS 

PUBLIC UTILITIES 

Electric companies 

See ENERGY RESOURCES SURCHARGE 
Franchise Tax Board appeals, petitions for correc- 
tion of allocated values, 18:5040-18:5043 
Sales and use tax 

-Construction contractors, 18:1521 
-Paging service providers, 18:1585 
-Wireless telecommunications service providers, 

18:1585 
Telephone companies 

See TELEPHONE COMPANIES 
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RACEHORSES 

Property tax 
See PROPERTY TAX 

RADIOLOGIC TECHNOLOGY 

Sales and use tax on x-rays, 18:1528 

RAILROADS 

See also COMMON CARRIERS 
Corporation tax 

-Affiliated groups, consolidated returns, 18:24961 
-Allocation and apportionment of income, 

18:25137-9 
Property tax, private cars, 18:1001-18:1003 



RMLROADS-ion tiiuied 

Property tax, private cais-continiied 
-Annual report, 18:1001 
-Assessment factor hearings, 18:5043 
-Franchise Tax Board appeals, 18:5040-18:5043, 

18:5070-1 8 :.5086 
— Jeopardy determinations, 18:5030-18:5036 
-Missing data, 18:1003 
-Reimbursement claims, taxpayer bill of rights, 

18:5090-18:.5095 

REAL ESTATE 

Gift tax 

See GIFT TAX 
Housing 

See HOUSING 
Income tax on earnings 
-Information returns, 18:18642 
-Nonresidents, 18:17951-3 
Leases 

See generally LEASES 
Liens 

See generally LIENS 
Property tax 

See PROPERTY TAX 

REBATES 

Income tax information returns, 18:18640 
Sales and use tax, 18:1671.1 

RECEIVERSHIP 

Income tax 

-Deficiency assessment, collection, 18:19232 

-Returns, 18:18505-3 

RECORDING REQUIREMENTS 

See RECORDKEEPING REQUIREMENTS 

RECORDING STUDIOS 

Sales and use tax, 18:1527 

RECORDKEEPING REQUIREMENTS 

Access 

See ACCESS TO INFORMATION 
Alcoholic beverage tax 

See ALCOHOLIC BEVERAGE TAX 
Ballast water management fee, 18:3501, 18:4901 
Bank and corporation tax 

See BANK AND CORPORATION TAX 
Banks and banking 

See BANKS AND BANKING 
Cigarette tax 

See CIGARETTE TAX 
Diesel fuel tax, 18:1470, 18:4901 
Disclosure 

See ACCESS TO INFORMATION 
Energy resources surcharge, 18:4901 
Equalization Board, state 

See EQUALIZATION BOARD, STATE 
Fee Collection Procedures Law, 18:3501 
Financial institutions 

See BANKS AND BANKING 
Gift tax, 18:15656.5 
-Retention, 18:15656 
-Supplemental documents, 18:15656.6 
Hazardous substances tax, 18:3020, 18:4901 
Income tax 

-Manufacturers' investment credit, 18:17053.49-10 
-Patronage dividends, 18:17086 
Integrated waste management fees, 18:3301, 

18:4901 
Jet fuel tax, 18:4901 
Joint strike fighter program 
-Bank and corporation tax 
— Property credits, 18:23637-10 
—Wage credits, 18:23636-8 
-Income tax 

—Property credits, 18:17053.37-10 
—Wage credits, 18:17053.36-8 
Lead 
-Childhood lead poisoning prevention program, 

18:4901 
-Occupational lead poisoning prevention fees, 

18:4901 
Liens, inheritance tax lien, 18:14301 
Motor vehicle fuel license tax 

See MOTOR VEHICLE FUEL LICENSE TAX 



RECORDKEEPING REQUIREMENTS ^y^////»»(y/ 

Natural gas surcharge, 18:3501, 18:4901 

Oil spill prevention and response fees, 18:2255, 

18:4901 
Property tax 

See PROPERTY TAX 
Public records, access 

See ACCESS TO INFORMATION 
Sales and use tax 

See SALES AND USE TAX 
Telephone companies, emergency users surcharge, 

18:2431, 18:4901 
Underground storage tank maintenance fees, 

18:1271, 18:4901 
Use fuel tax 

See USE FUEL TAX 

RECYCLING 

Used oil 

See USED OIL I^CYCLING PROGRAMS 
FEES 

RED CROSS 

Emergency telephone users surcharge exemption, 

18:2413 
Energy resources surcharge exemption, 18:2316 
Sales and use tax, sales to, 18:1614 

REFUNDS 

See specific type of tax (e.g., INCOME TAX) 

REGISTRATION 

Nonprofit organizations, failure to register, 
18:23703 

RELIGIOUS INSTITUTIONS 

Corporation tax, unrelated business income tax on 

exempt organizations, 1 8:2373 1 
-Return, 18:23772 
Franchise Tax Board appeals, welfare exemptions, 

18:5060-18:5064 
Sales and use tax, food services, 18:1603 

RENTALS 

See LEASES 

REPAIRS 

Sales and use tax 
See SALES AND USE TAX 

REPORTING REQUIREMENTS 

Alcoholic beverage tax 

See ALCOHOLIC BEVERAGE TAX 
Bank and corporation tax 

See BANK AND CORPORATION TAX 
Banks and banking 

See BANKS AND BANKING 
Cigarette tax 

See CIGARETTE TAX 
Energy resources surcharge, 18:2332 
Financial institutions 

See BANKS AND BANKING 
Gift tax 

See GIFT TAX, subheading: Returns 
Income tax 

See INCOME TAX, subheading: Returns 
Inheritance tax, referees, 18:14506 
Property tax 

See PROPERTY TAX 
Real estate 

See REAL ESTATE 
Sales and use tax 

See SALES AND USE TAX 
Use fuel tax 

See USE FUEL TAX 

REPOSSESSION 

Sales and use tax, 18:1573 
-Deduction, 18:1641, 18:1642 

RESALE CERTIFICATES 

See SALES AND USE TAX 

RESEARCH AND DEVELOPMENT 

Bank and corporation tax 
See BANK AND CORPORATION TAX, sub- 
heading: Deductions 

Manufacturers' investment credit 

-Bank and corporation tax, 
18:23649-0-18:23649-11 
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RESEARCH AND DE\/ELOPMENJ-i(»itiiniccl 

Manufacturers' investment cred'ii-ionfiniied 
-Income tax, 18:17053.49-0-18:17033.49-11 
Sales and use tax, 18:1501.1 
Service contracts, sales and use tax, 18:1501.1 

RESIDENTIAL HOUSING 

See f-eiiercilly HOUSING 

RETAIL SALES 

Cigarette and tobacco products, licensing require- 
^nents. 18:4500-4703 

See cil.so CIGARETTE AND TOBACCO PROD- 
UCTS LICENSING ACT OF 2003 
Tax 
See SALES AND USE TAX 

RETIREMENT HOMES 

Sales and use tax, 18:1503 

RETURNS 

See specific type of tax (e.g., BANK AND COR- 
PORATION TAX) 

ROADS 

Motor vehicles 
See MOTOR VEHICLES 

ROLLS 

Property tax roils 
See PROPERTY TAX 

RURAL AREAS 

Sales and use tax, rural investment tax exemption, 

18:1525.7 
-Exemption certificate, 18:1525.7 Appx. A 
-Tax declaration, 18:1525.7 Appx. B 



SALARIES 

Income tax 
See INCOME TAX 

Minimum wage, meals credited toward, sales and 
use tax, 18:1603 

SALES 

Drop shipments, sales and use tax, 18:1706 
Real estate 

See REAL ESTATE 
Tax 

See SALES AND USE TAX 

SALES AND USE TAX, 18:1500-18:1827 

Access to records, 18:8010 

Advertising 

-Marketing aids, 18:1670 

-Printed sales messages, 18:1541.5 

Advertising agencies, 18:1540 

-Printing services, 18:1541 

Advice from Board, relief from liability, 18:1705 

Agents, seller's permits, 18:1699 

Agriculture, deep-well pumps, 18:1521 

Aircraft, 18:1593, 18:1610 

-Court-ordered sales, 18:1573 

-Fuel, 18:1598 

-Leases, 18:1593 

—Fuel, 18:1598 

—Local taxes, 18:1805 

-Local taxes, 18:1803, 18:1805 

-Reupholstering, 18:1550 

-Sale of business, 18:1595 

-Training services, 18:1669 

-Transactions taxes, 18:1823.5, 18:1825 

-United States supply contracts, 18:1618 

Alcohohc beverages, 18:1568 

-Military installations, 18:1616 

Alcohol or drug abuse treatment facilities, 18:1503 

Animal feed, 18:1587 

-Bags and analysis tags, 18:1589 

-Seller's permits, 18:1699 

Animals, 18:1587 

-Lease, 18:1660 

Applicability of tax 

-Aircraft, 18:1610 



SALES AND USE TAX-ioiuiinied 

Applicability of [a\-a>iitiinied 

-Animals and animal feed, 18:1587 

-Art works. 18:1586 

-Beverage sales by carriers involved in interstate 
or foreign commerce, 18:1620.2 

-Boats, 18:1610 

-Coin and bullion sales, 18:1599 

-Common carriers, sales to, 18:1621 

-Computer equipment, programs, and processing, 
18:1.502 

-Construction contractors, 18:1521 

-Containers. 18:1589 

-Factory-built housing, 18:1521.4 

-Food products, 18:1602 

-Foreign commerce, 18:1620 

--Beverage sales by carriers involved in interstate 
or foreign commerce, 18:1620.2 

-Foreign consuls, 18:1619 

-Hospitals and institutions. 18:1503 

-Interstate commerce, 18:1620 

— Beverage sales by carriers involved in interstate 
or foreign conuiterce, 18:1620.2 

-Leases, 18:1660 

-Local taxes. 18:1803 

-Mailing lists and services, 18:1504 

-Manufacturers, 18:1524 

-Manufacturers, producers, and processors, 
18:1525 

-Manufacturing aids, 18:1525.1 

-Mobile homes, 18:1610.2 

-Morticians, 18:1505 

-Motion picture productions, 18:1529 

-Motor vehicles, 18:1610 

-Newspapers. 18:1590 

-Packing, loading and shipping material, 18:1630 

-Periodicals, 18:1590 

-Printed sales messages, 18:1541.5 

-Research and development contracts, 18:1501.1 

-Seeds, plants and fertilizer, 18:1588 

-Service enterprise, 18:1501 

-Transactions taxes, 18:1821, 18:1823 

-United States supply contracts, 18:1618 

-Vending machine operators, 18:1574 

-Wireless telecommunication devices, 18:1585 

-Word processing, 18:1502.1 

Architects. 18:1506 

Art works, 18:1586 

Assignments, 18:1660 

-Motor vehicles, 18:1669.5 

ATM bank machine cash transaction fees, 18:1643 

Auctioneers, 18:1565 

-Local taxes, 18:1802 

-Transactions taxes, 18:1822 

Audits 

-Grocery stores, 18:1602.5 

-Manufacturers, 18:1525.5 

-Promotional plans, 18:1671 

Authors, 18:1543 

Automobiles 
See Motor vehicles, this heading 

Automotive repair dealers 

-Resale certificate for use tax exemption, 18:1668 
Appx. B 

Bad debts. 18:1642 

Bank and corporation tax deductions, 18:24345-4 

Banks. 18:1567 

Barbers, 18:1506 

Barter transactions, 18:1654 

Beauticians, 18:1506 

Beer, 18:1568 

Beverage sales 

-Alcoholic beverages, 18:1568 

— Mihtary installations, 18:1616 

-Carriers involved in interstate or foreign com- 
merce, 18:1620.2 

Blind vendors, food services, 18:1603 

Blood, containers used for storage or collection of; 
exemption, 18:1589 

Board advice, relief of taxpayer from liability, 
18:1705 

Boarding houses, food services, 18:1603 

Boats, 18:1594, 18:1610 

-Court-ordered sales, 18:1573 



SALES AND USE JAX-continiied 

Boals-i-ontiiuied 

-Reupholstering, 18:1550 

-Sale of business, 18:1595 

-Transactions taxes. 18:1823.5 

-United States supply contracts, 18:1618 

Bookbinders, 18:1553 

Bootblacks, 18:1506 

Brochures, 18:1541.5 

Building.s. sale of. 18:1596 

Bullion sales, 18:1599 

Business or assets, sale of, 18:1595 

-Closing returns, 18:1699 

-Successor liability, 18:1702 

Business termination, dissolution, or abandonment, 

liability of responsible person, 18:1702.5 
Buying companies, permits, 18:1699 
By-products and joint-products, 18:1525.5 
Cabinet sales and installations, 18:1521 
Cars 

See Motor vehicles, this heading 
Cash discounts, 18:1671, 18:1671.1 
Catalogues, 18:1541.5 
Caterers. 18:1603 
Cattle. 18:1587 
Cellular phones, 18:1585 

Cemeteries, monuments and memorials, 18:1572 
Charitable organizations, 18:1570, 18:1597 
-Food services, 18:1603 
-Vending machines, 18:1574 
Chemical toilets, lease, 18:1660 
Cleaners and launderers, 18:1506 
-Clothing alterations, 18:1524 
Clothing alterations, 18:1524 
-Furs, 18:1549 
COD fees, 18:1632 
Coin sales, 18:1599 
Collection of use tax, 18:1684 
-Local taxes, 18:1803 
-Transactions taxes, 18:1827 
Collegiate young farmers, 18:1597 
Commercial artists and designers, 18:1540 
Commingled goods, 18:1525.5 
Common carriers 
-Beverage sales by, 18:1620.2 
-Lease of transport equipment, 18:1661 
— Excess tax reimbursement. 18:1700 
—Resale, held for, 18:1669 
— Resale certificates, 18:1668 
-Sales to, 18:1621 

-Transportation of property, 18:1628-18:1632 
Community care facilities, 18:1503 
Computer equipment, programs, and processing, 

18:1502 
Concessionaires, 18:1603 
-Seller's permits, 18:1699 
Condominiums, food services, 18:1603 
Consignees, 18:1569 
Construction contractors, 18:1521 
-Bad debts, 18:1642 
-Excess tax reimbursement, 18:1700 
-Factory-built housing, 18:1521.4 
-Indian reservations, 18:1616 
-Local taxes, 18:1806 
-Mobile home improvements, 18:1610.2 
-Transactions taxes, 18:1826 
Consulates, 18:1619 
Consulting services 
-Advertising agencies, 18:1540 
-Computer equipment and program, 18:1502 
Containers, 18:1589 

-Packing, loading and shipping material, 18:1630 
Counties 
See Local taxes, this heading 
Coupons, 18:1671, 18:1671.1 
-Excess tax reimbursement, 18:1700 
Court-ordered sales, 18:1573 
Credits, 18:1703 
Credit transactions, 18:1641 
-Bad debts, 18:1642 
-Coin and bullion sales, 18:1599 
Damage of goods during transport, 18:1629 
Data processing, 18:1502 
Debit card charges, 18:1643 
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Deductions 

-Bad debts, 18:1642 

-Federal taxes, 18:1617 

-Grocery stores, 18:1602.5 

-Manufacturers, 18:1524 

-Records, 18:1698 

-Repossessions, 18:1641, 18:1642 

-Tax-paid purchases resold, 18:1701 

— Construction contractors, 18:1521 

Defective merchandise, 18:1655 

Delinitions, 18:1500 

-Aircraft, 18:1593, 18:1610 

-Artworks, 18:1586 

-Authors, 18:1543 

-Boats, 18:1610 

-ChaiTtable organization, 18:1570 

-Coinmon carriers, 18:1621 

-Computer equipment, programs, and processing, 

18:1502 
-Construction contractors, 18:1521 
-Containers, 18:1589 
-Direct payment permits, 18:1699.5 
-Drugs and medicines, 18:1591 
-Factory-built housing, 18:1521.4 
-Fertilizer, 18:1588 
-Food products and services, 18:1602 
-Lease, 18:1660 

-Mailing lists and services, 18:1504 
-Manufacturers, 18:1525.5 
-Mobile homes, 18:1610.2 
-Mobile transportation equipment, 18:1661 
-Motion picture productions, 18:1529 
-Motor vehicles, 18:1610 
-Museum pieces, 18:1586 
-Newspapers, 18:1590 
-Orthotic devices, 18:1591 
-Periodicals, 18:1590 
-Publishers, 18:1543 

-Research and development contracts, 18:1501.1 
-Service enterprise, 18:1501 
-Teleproduction and postproduction equipment, 

18:1532 
-United States supply contracts, 18:1618 
-Wireless telecommunication devices, 18:1585 
Delivery of tangible personal property, location, 

18:1823.4 
-Vehicles, aircraft, and vessels, 18:1823.5 
Delivery services, drop shipments, 18:1706 
Dentists and dental laboratories, 18:1506 
Diesel fuel, 18:1411-18:1470 
See also DIESEL FUEL TAX 
-Prepayment exemption certificates, 18:1598.1 
-Used in farming or food processing, 18:1533.2, 

18:1533.2 Appx. A 
Direct payment permits, 18:1699.5 
Discontinuance of business, closing returns, 

18:1699 
Discounted transactions, 18:1654, 18:1671 
-Excess tax reimbursement, 18:1700 
Discounts, 18:1671, 18:1671.1 
Distribution, local taxes, 18:1802 
Domestic partners, relief from liability, 18:1705.1 
Draperies 

-Sales and installations, 18:1521 
-Sale with building, 18:1596 
Drive-in food services, 18:1603 
Drop shipments, 18:1706 
Drugs, 18:1591 
-Veterinarians, 18:1587 
Due date, credit transactions, 18:1641 
80-80 rule, 18:1603 

Electric signs installation, on-premise, 18:1521 
Electronic funds transfer, 18:1707 
Elevator installations, 18:1521 
Evasion, 18:1703 

Excess tax reimbursement, 18:1700 
-Construction contractors, 18:1521 
Exchange transactions, 18:1654 
Exclusion certificate 
-Factory-built housing, 18:1521.4 
-Fuels, importer's or producer's federal excise 

taxes, 18:1598 
Exemption certificates, 18:1667 



SALES AND USE J/KX-continued 

Exemption certificates-cY;/i///iWfr/ 

-Aircraft 

—Fuel, 18:1598 

— Local taxes, 18:1805 

— Transactions taxes, 18:1823.5, 18:1825 

-Animal feed, 18:1587 

-Boats, 18:1594 

— Transactions taxes, 18:1823.5 

-Charitable organizations, 18:1570 

-Common carriers, sales to, 18:1621 

-Construction contractors, out-of-state use, 18:1521 

-Diesel fuel prepayment, 18:1598.1 

-Direct payments, 18:1699.5 

-Farm equipment and machinery, 18:1533.1 Appx. 

B, 18:1533.2 Appx. A 
-Food processing, 18:1533.2 Appx. A 
-Interstate or foreign commerce air carrier food 

services, 18:1603 
-Liquefied petroleum gas, 18:1533 Appx. A 
-Military installations, 18:1614 
-Mobile home residence purchase, 18:1610.2 
-Motor vehicles, transactions taxes, 18:1823.5 
-Newspaper and periodical components, 18:1590 
-Printed sales messages, 18:1541.5 
-Racehorse breeding stock, partial exemption, 

18:1535 
-Rural investment tax exemption, 18:1525.7 Appx. 

A 
-Teleproduction and postproduction equipment, 

18:1532 Appx. A, 18:1532 Appx. B 
-Timber harvesting equipment and machinery, 

18:1534 Appx. A 
-Trucks and trailers for use in interstate or 

out-of-state commerce, 18:1620.1 Appx. 
-Vending machine operators, 18:1574 
Exports 
See Foreign commerce, this heading; Interstate 

commerce, this heading 
Eyeglasses, 18:1592 
Factories 
See Manufacturers, producers, and processors, this 

heading 
Factory-built housing, 18:1521, 18:1521.4 
Factory-built school buildings, 18:1521 
-Lease, 18:1660 
-Local taxes, 18:1802, 18:1806 
Farm equipment and machinery, 18:1533.1 
-Diesel fuel, 18:1533.2 
-Exemption certificate, 18:1533.1 Appx. B, 

18:1533.2 Appx. A 
-Vehicles, list, 18:1533.1 Appx. A 
Federal taxes, deductions, 18:1617 
Fertilizer, 18:1588 
Film processing, 18:1528 
Finishing services, 18:1524 
-Refinishing, 18:1551 
Fish, 18:1587 
Fishing industry, 18:1594 
Fixtures, 18:1596 
-Construction contractors, 18:1521 
Flags, veterans' organizations selling, 18:1597 
Horists, 18:1571 

Food products and services, 18:1602-18:1603 
-Candy, 18:1602 
-Combination packages, 18:1602 
-Consumer processed, 18:1602 
-Definitions, 18:1602 
-Dietary supplements, 18:1602 
-80-80 rule, 18:1603 
-Grocer's reports, 18:1602.5 
-Gum and breath mints, 18:1602 
-Hotels serving complimentary meals, 18:1603 
-Nonprofit youth organizations, 18:1597 
-Prizes, 18:1670 
-Processing activities, 18:1533.2 
— Exemption certificate, 18:1533.2 Appx. A 
-Snack foods, 18:1602 
-Summer camps, 18:1506 
-Take-out, 18:1603 
-Taxable sales, 18:1603 
-Vending machine operators, 18:1574 
-Water, bottled, 18:1602 
Foreclosures, 18:1573 



SALES AND USE JAX-continued 
Foreign commerce, 18:1620-18:1621 
-Air caiTier food services, 18:1603 
-Beverage sales by carriers, 18:1620.2 
-Boats, 18:1594 

-Common carriers, sales to, 18:1621 
-Lease of mobile transportation equipment, 

18:1661 
-Mortician services, 18:1505 
-Motor vehicles, 18:1566, 18:1610 
-Seller's permits, 18:1699 
Foreign consuls and members, 18:1619 
Foreign currency transactions, 18:1654 
Forms 

-Aircraft exemption certificates 
—Fuel, 18:1598 
—Local taxes, 18:1805 
—Transactions taxes, 18:1823.5, 18:1825 
-Animal feed exemption certificates. 18:1587 
-Boat exemption certificates, 18:1594 
— Transactions taxes, 18:1823.5 
-Common carriers, sales to; exemption certificates, 

18:1621 
-Direct payment exemption certificates, 18:1699.5 
-Factory-built housing exclusion certificate, 

18:1521.4 
-Interstate or foreign commerce air carrier food 

services, exemption certificates, 18:1603 
-Manufacturer's exemption certificate, 18:1525.2 

Appx. A 
-Manufacturer's use tax declarafion, 18:1525.2 

Appx. B 
-Military installation exemption certificates, 

18:1614 
-Mobile home residence purchase, exemption cer- 
tificates, 18:1610.2 
-Motor vehicle exemption certificates, transactions 

taxes, 18:1823.5 
-Newspaper and periodical components, exemption 

certificates, 18:1590 
-Printed sales messages, exemption certificate, 

18:1541.5 
-Resale certificates, 18:1668 
-Teleproduction and postproduction equipment 

exemption certificates, 18:1532 Appx. A, 

18:1532 Appx. B 
-Trucks and trailers for use in interstate or 

out-of-state commerce, exemption certificate, 

18:1620.1 Appx. 
Foundries, 18:1530 
Fowl, 18:1587 

Franchise Tax Board appeals, 18:5020-18:5024 
-Hearing procedure, 18:5070-18:5086 
-Jeopardy determinations, 18:5030-18:5036 
Fraternal organizations, food services, 18:1603 
Fraud, 18:1703 
Fuel 

See also USE FUEL TAX 
-Aircraft, 18:1598 
-Commercial fishing, 18:1594 
-Common carriers, sales to, 18:1621 
-Motor vehicles, 18:1598 
Funerals, pre-need agreements, 18:1505 
Furniture 

-Modular systems, 18:1583 
-Reupholstering, 18:1550 
Furs 

-Dressers and dyers, 18:1531 
-Repair, alteration and remodeling, 18:1549 
Game prizes, 18:1670 
Garage door openers, 18:1521 
Gasofine, 18:1598 
Gifts, 18:1670 
Gift wrapping, 18:1589 
Gold bullion, 18:1599 
Graphic arts, 18:1540-18:1541.5 
-Advertising agencies, 18:1540 
-Commercial artists and designers, 18:1540 
-Printed sales messages, 18:1541.5 
-Printing, 18:1541 
-Teleproduction and postproduction equipment, 

18:1532 
Gun clubs, 18:1506 
Hay producers, 18:1595 
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Health and safety education materials, 18:1570 

Hearing aid dealers, ISiL'iOb 

Hearings 

See Franchise Tax Board appeals, this heading 
Horses, 18:1387 
Hospitals, 18:1503 
Hotels, 18:1603 
Importer's or producer's federal fuel excise taxes, 

exclusion certificate, 18:1598 
Imports 

See Foreign commerce, this heading; interstate 
commerce, this heading 
Improvements 

See Construction contractors, this heading 
Incentives, 18:1671.1 
Incidental sales, 18:1595 
Indian reservations, 18:1616 
Information returns, use tax, 18:1687 
Innocent spouse, relief from liability, 18:1705.1 
Installers, 18:1546 

-Monuments and memorials, 18:1572 
Institutions, 18:1503 
-Food services, 18:1603 
Insurance companies, 18:1567 
Interest, 18:1703 
-Computation, 18:1704 
-Direct payment permitholders, 18:1699.5 
Interstate commerce, 18:1620-18:1621 
-Air carrier food services, 18:1603 
-Beverage sales by carriers, 18:1620.2 
-Boats, 18:1594 

-Coin and bullion sales, 18:1599 
-Common carriers, sales to, 18:1621 
-Florists, 18:1571 
-Lease of mobile transportation equipment, 

18:1661 
-Morticians, 18:1505 
-Motor vehicle purchases, 18:1566 
-Seller's permits, 18:1699 
-Use tax direct payment permits, 18:1699.6 
Itinerant merchants 
-Local taxes, 18:1802 
-Transactions taxes, 18:1822 
Jet fuel 

-Local taxes, 18:1802 
Jewelry repair, 18:1553 
Labels, 18:1589 
Laboratory services, 18:1503 
-Dental laboratories, 18:1506 
-X-ray laboratories, 18:1528 
Landfill materials, transportation, 18:1628 
Launderers, 18:1506 
Leases, 18:1660 
-Aircraft, 18:1593 
—Fuel, 18:1598 
— Local taxes, 18:1805 

-Banks and financial institutions, 18:1660, 18:1661 
-Boats, 18:1594 

-Collection of use tax, 18:1684-18:1686 
-Computer equipment and programs, 18:1502 
-Credit transactions, 18:1641 
-Demonstration models, to salespersons, 18:1669 
— Motor vehicles, 18:1669.5 
-Excess tax reimbursement, 18:1700 
-Indian reservations, 18:1616 
-Linen supplies, 18:1506 
-Local taxes, 18:1803 
—Aircraft, 18:1805 
-Manufacturing equipment, 18:1525.3 
-Mobile transportation equipment, 18:1661 
— Excess tax reimbursement, 18:1700 
— Resale, held for, 18:1669 
— Resale certificates, 18:1668 
-Motion picture productions, 18:1529 
-Motor vehicles, 18:1610 
—Fuel, 18:1598 
—Resale, held for, 18:1669.5 
— Schools, to, 18:1669.5 
-Recording studios, 18:1527 
-Records, 18:1698 
-Schools, to, 18:1669 
-Tangible personal property, 18:1660 
-Teleproduction and postproduction equipment, 
18:1532 
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Leascs-ionliniied 

-Transactions taxes, 18:1823 

Liability 

-Bad debts, 18:1642 

-Business termination, dissolution, or abandon- 
ment; responsible person, 18:1702.5 

-ComjTion caniers, purchases by, 18:1621 

-Successor, 18:1702 

-Suspended corporations, 18:1702.6 

Libraries, 18:1506 

-Friends of the library, 18:1597 

-Photocopy machines, 18:1574 

Lienors. 18:1569 

Linen supplies, 18:1506 

Liquefied petroleum gas, 18:1533 

Liquor, 18:1568 

Livestock, 18:1587 

Local taxes, 18:1802-18:1807 

-Aircraft, 18:1803, 18:1805 

-Allocation by direct payment permitholders, 
18:1699.5 

-Applicability of tax, 18:1803 

-Collection by retailer, 18:1803 

-Construction contractors, 18:1806 

-Direct payment permitholders, allocation, 
18:1699.5 

-Leases, 18:1803 

—Aircraft, 18:1805 

-Long-term leases of motor vehicles, 18:1803.3 

-Place of sale, 18:1802 

-Reallocation inquiries, review process, 18:1807 

Machinery and equipment, 18:1596 

-Agricultural, 18:1533.1 

-Construction contractors, 18:1521 

-United States supply contracts, 18:1618 

Mailing lists and services, 18:1504 

Maintenance services, 18:1546 

-Computer equipment and programs, 18:1502 

Manufacturers, producers, and processors, 
18:1524-18:1531, 18:1595 

-Aids in manufacture, 18:1525.1 

-Applicability of tax, 18:1524, 18:1525 

-Audits, 18:1525.5 

-By-products and joint-products, 18:1525.5 

-Commingled goods, 18:1525.5 

-Consumer furnishing property, 18:1526 

-Deductions, 18:1524 

-Definitions, 18:1525.5 

-Equipment for manufacturing, 18:1525.2 

—Leases, 18:1525.3 

-Federal taxes, effect, 18:1617 

-Forms 

— Manufacturer's exemption certificate, 18:1525.2 
Appx. A 

— Manufacturer's use tax declaration, 18:1525.2 
Appx. B 

-Foundries, 18:1530 

-Fur dressers and dyers, 18:1531 

-Hay producers, 18:1595 

-Leases of manufacturing equipment, 18:1525.3 

-Marketing aids, 18:1670 

-Motion picture productions, 18:1529 

-Photographers, photostat producers, and photo fin- 
ishers, 18:1528 

-Premiums, 18:1670, 18:1671 

-Raw materials for manufacturing, 18:1525.2 

-Sound recording, 18:1527 

-Stretch limousines, 18:1526 

Marketing aids, 18:1670 

Materials 

-Raw materials for manufacturing, 18:1525.2 

Materials, construction contractors, 18:1521 

Mechanic's liens, 18:1569 

Medical appliances, devices, and supplies, 18:1591 

-Oxygen delivery systems, 18:1591.4 

-Specific devices, 18:1591.1 

-Wheelchairs, crutches, canes, and walkers, 
18:1591.2 

Medical health information literature, 18:1570 

Medical identification tags, 18:1570 

Medical photostats, 18:1528 

Medicare purchases, 18:1614 

Membership fees, retail sales clubs and consumer 
cooperatives, 18:1584 
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Microfilming and photorecording, 18:1502 

Military installations, 18:1614, 18:1616 

Minerals. 18:1596 

Mobile homes, 18:1521, 18:1596, 18:1610.2 

-Lease, 18:1660 

-Resale certificates, 18:1668 

Mobile transportation equipment, leased, 18:1661 

-Excess tax reimbursement, 18:1700 

-Resale, held for, 18:1669 

-Resale certificates, 18:1668 

Modular systems furniture, 18:1583 

Monuments and memorials, 18:1572 

Morticians, 18:1505 

Motion picture production, 18:1529 

-Advertising agency services, 18:1540 

-Teleproduction and postproduction equipment, 

18:1532 
Motor and transformer rewinding, 18:1553 
Motor vehicles, 18:1610 
-Automotive repair dealers, resale certificate for 

use tax exemption, 18:1668 Appx. B 
-Contract cancellation option, and, 18:1566, 

18:1655 
-Court-ordered sales, 18:1573 
-Dealers and salespersons, 18:1566 
-Foreign consulate purchasing, 18:1619 
-Fuel, 18:1598 
-Incentives, 18:1671.1 
-Leases, 18:1610 
—Fuel, 18:1598 
—Resale, held for. 18:1669.5 
—Schools, to, 18:1669.5 
-Resale, use of property held for, 18:1669.5 
-Reupholstering, 18:1550 
-Sale of business, 18:1595 
-Stretch limousines, 18:1526 
-Tire retreading and recapping, 18:1548 
-Transactions taxes, 18:1823.5 
Museum pieces, 18:1586 
Neon signs, lease, 18:1660 
Newspapers, 18:1590 
Nonprofit organizations 
See Charitable organizations, this heading 
Nurseries, plant, 18:1588 
Occasional sales, 18:1595 
Ophthalmic devices, 18:1592 
Orthotic devices, 18:1591 
Ostriches, 18:1587 

Out-of-state purchases, motor vehicles, 18:1610 
Out-of-state retailers 

See Interstate commerce, this heading 
Out-of-state use, construction contractors, exemp- 
tion certificates, 18:1521 
Overpayments 
-Interest, 18:1703 
-Sales tax, 18:1700 
-Use tax, 18:1684 
Pagers, 18:1585 
Painting, 18:1524 
-Repainting, 18:1551 
Parent-teacher associations, 18:1597 
-Food services, 18:1603 
Pawnbrokers, 18:1569 
Payment of tax 

-Credit transactions, due date, 18:1641 
-Electronic funds transfer, 18:1707 
-Extension of time, 18:1703 
-Late payments, 18:1703 
-Prepayment, 18:1699.5 
-Use tax, 18:1685 
— Receipts for payment, 18:1686 
Penalties, 18:1703 
-Computation, 18:1704 
-Direct payment permitholders, 18:1699.5 
Periodicals, 18:1590 
Pets, 18:1587 
Pharmacies, 18:1591 
Photocopy machines, 18:1574 
Photographers, photocopiers, and photo finishers, 

18:1528 
Place of delivery of tangible personal property, 

18:1823.4 
-Vehicles, aircraft, and vessels, 18:1823.5 
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SALES AND USE lf^K-i;mUmied 
Planes 

See Aircraft, this heading 
Plants, 18:1588 
Polishing property, 18:1324 
Portable toilets, lease, 18:1660 
Prefabricated unit sales and installations, 18:1521 
Premiums, 18:1670, 18:1671 
Prepayment, 18:1699.5 
Price tags, 18:1589 
Printed sales messages, 18:1541.5 
Printing, 18:1.541 

-Mailing Hsts and services, 18:1504 
Prisoner of war bracelets, 18:1597 
Prizes, 18:1670 
Processors 

See Manufacturers, producers, and processors, this 
heading 
Producers 

See Manufacturers, producers, and processors, this 
heading 
Promotional items, 18:1671 
Property affixed to realty, lease, 18:1660 
Publications 

-Advertising agencies, 18:1.540 
-Advertising brochures and catalogues, 18:1541.5 
-Authors, 18:1543 
-Computer equipment and program manuals, 

18:1502 
-Designers and art directors, 18:1543 
-Illustrations, 18:1543 

-Medical health information literature, 18:1570 
-Newspapers, 18:1590 
-Periodicals, 18:1590 
-Production functions, 18:1543 
-Transportation charges, 18:1543 
-Word processing, 18:1502.1 
Publishers, 18:1543 
Pumps, deep-well pumps, 18:1521 
Purpose of regulations, 18:1500 
Racehorse breeding stock, partial exemption, 

18:1535 
Rebates, 18:1671.1 
Reconditioning services 

See Repair and reconditioning services, this head- 
ing 
Recording studios, 18:1527 
Records, 18:1698 
-Computer records, 18:1698 
-Credit transactions, 18:1641 
-Examination, 18:1698 
-Failure to maintain, 18:1698 
-Federal tax deductions, 18:1617 
-Foreign consul purchases, 18:1619 
-Machine-sensible, 18:1698 
-Pharmacies, 18:1591 
-Public access, 18:8010 
-Retention, 18:1698 
-Vending machine operators, 18:1574 
Red Cross, sales to. 18:1614 
Redetermination hearings 

See Franchise Tax Board appeals, this heading 
Refiners 

See Manufacturers, producers, and processors, this 

heading 
Refunds 

-Federal taxes, 18:1617 
-Gasoline excise taxes, 18:1598 
-Interest, 18:1703 
-Sales tax, 18:1700 
-Use tax, 18:1684 
Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
Reimbursement for sales tax, 18:1700 
Relief from liability 
-Board advice, 18:1705 
-Innocent spouse, 18:1705.1 
Religious organizations, food services, 18:1603 
Rentals 

See Leases, this heading 
Reorganization of business, 18:1595 
Repainting and refinishing, 18:1551 
Repair and reconditioning services, 
18:1546-18:1553 



SALES AND USE TAX-c o/f/i/n/e^ 
Repair and reconditioning services-continued 
-Aircraft, 18:1593 
-Bookbinders, 18:1553 
-Contracts. 18:1521 

-Fur repair, alteration and remodeling, 18:1549 
-lewelry repair, 18:1553 
-Motion pictures, 18:1529 
-Motor and transformer rewinding, 18:1553 
-Repainting and refinishing, 18:1551 
-Reupholstering, 18:1550 
-Shoe repair, 18:1553 

-Tennis racket restringing and repairing, 18:1553 
-Tire retreading and recapping, 18:1548 
-Watch repair, 18:1553 
Replacement parts, 18:1655 
Reports 

See also Returns, this heading 
-Bad debts, 18:1642 
-Beverage sales by carriers involved in interstate 

or foreign commerce, 18:1620.2 
-By-products and joint-products, 18:1525.5 
-Grocer's reports, 18:1602.5 
-Reupholsterers, 18:1550 
Repossessions, 18:1573, 18:1641, 18:1642 
Resale certificates, 18:1668-18:1669.5 
-Automotive repair dealers, 18:1668 Appx. B 
-Construction contractors, 18:1521 
-Improper use, 18:1703 
-Indian reservations, 18:1616 
-Mailing lists and services, 18:1504 
-Mobile homes, 18:1668 

-Mobile transportation equipment, lease, 18:1668 
-Motor vehicle dealers and salespersons, 18:1566 
— Use of property held for resale, 18:1669.5 
-Nonprofit organizations, 18:1597 
-Printers, 18:1541 
-Service enterprise, 18:1501 
-Use of property held for resale, 18:1669 
— Demonstration, display, 18:1669 
— Motor vehicles, 18:1669.5 
-Vending machine operators, 18:1574 
Restaurants, 18:1603 
Retailers 

-Collection of use tax, 18:1827 
-Drop shipments, 18:1706 
Retirement homes, 18:1503 
Returned merchandise, 18:1655 
Returns 

-Closing returns, 18:1699 
-Direct payment permitholders, 18:1699.5 
-Extension of time, 18:1703 
-Failure to file, 18:1703 
-Newspaper and periodical retailer, 18:1590 
-Use tax, information returns, 18:1687 
-Whole dollar reporting, 18:1704 
Reupholstering, 18:1550 
Revision of regulations, 18:1500 
Rural investment tax exemption, 18:1525.7 
-Exemption certificate, 18:1525.7 Appx. A 
-Tax declaration, 18:1525.7 Appx. B 
Sale and leaseback transactions, 18:1660 
Sale of business, 18:1595 
-Closing returns, 18:1699 
-Successor hability, 18:1702 
School buildings, factory built, local taxes, 

18:1802, 18:1806 
Schools and school districts 
-Food services, 18:1603 
-Leases to, 18:1669 
— Motor vehicles, 18:1669.5 
-Summer camps, 18:1506 
-Vending machines, 18:1574 
-Youth clubs, 18:1597 
Scope of regulations, 18:1500 
Seeds, 18:1588 

Seller's permits, 18:1595, 18:1699 
-Agents, 18:1699 
-Auctioneers, 18:1565 
-Charitable organizations, 18:1570 
-Coin and bullion sales, 18:1599 
-Concessionaires, 18:1699 
-Direct payment permits, 18:1699.5 
-Feed, selling, 18:1699 



SALES AND USE TAX-amtinucd 
Seller's pemuts-contiinied 
-Foreign commerce, 18:1699 
-Hay producers, 18:1595 
-Inactive permits, 18:1699 
-Interstate commerce, 18:1699 
-Number required, 18:1699 
-Suspension or revocation. 18:1500 
-United States, sales to. 18:1699 
-Use tax direct payment permits, 18:1699.6 
-Vending machine operators, 18:1574 
Semiconductors, research and development, 

18:1501.1 
Service enterprises, 18:1501-18:1.506 
-Alcohol or drug abuse treatment facilities, 

18:1503 
-Applicability of tax, 18:1501 
-Barbers and beauticians, 18:1506 
-Bootblacks, 18:1506 
-Cleaners and launderers, 18:1506 
-Community care facilities, 18:1503 
-Computer equipment, programs, and processing, 

18:1502 
-Definitions, 18:1501 
-Dentists and dental laboratories, 18:1506 
-Gun clubs, 18:1506 
-Hearing aid dealers, 18:1506 
-Hospitals, 18:1503 
-Incidental sales, 18:1595 
-Institutions, 18:1503 
-Libraries, 18:1506 
-Mailing lists and services, 18:1504 
-Morticians, 18:1505 
-Resale certificates, 18:1501 
-Research and development contracts, 18:1501.1 
-Retirement homes, 18:1503 
-Summer camps, 18:1506 
-Taxidermists, 18:1506 
-Technology transfer agreements, 1 8: 1 507 
-Veterinarians, 18:1506 
-Word processing, 18:1502.1 
Settlement procedures, 18:5100-18:5110 
-Disputed tax liability, 18:5102 
-Dollar limitation, 18:5103 
-Eligible issues, 18:5104 
-Finality of settlement, 18:5109 
-In general, 18:5100 
-Multiple parties, 18:5107 
-Precedential effect of settlements, 18:5110 
-Public availability of settlements, 18:5110 
-Scope, 18:5101 

-Settlement proposal by taxpayer, 18:5108 
-Staff review, 18:5105 
-Successors, 18:5106 

-Waiver of appeal rights and refund claims follow- 
ing settlement, 18:5109 
Sheep, 18:1587 
Shoe repair, 18:1553 
Signs 

-Electric, 18:1521 
-Neon, 18:1660 
Silver bullion, 18:1599 
Social clubs, food services, 18:1603 
Sound recording. 18:1527 
Special taxing districts 
See Transactions taxes, this heading 
Spouse, relief from liability, 18:1705.1 
Stand-by purchases, 18:1701 
Stretch limousines, 18:1526 
Subleases, 18:1660 
Summer camps, 18:1506 
Suspended corporations, liability, 18:1702.5 
Swine, 18:1587 
Take-out services, 18:1603 
Taxidermists, 18:1506 

Tax -paid purchases resold, deductions, 18:1701 
-Construction contractors, 18:1521 
Technology transfer agreements, 18:1507 
Telephone switching equipment and instruments, 

18:1521 
Teleproduction and postproduction equipment, 

18:1532 
-Blanket exemption certificate, 18:1532 Appx. B 
-Exemption certificate, 18:1532 Appx. A 
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SALES AND USE IkX-coinimied 
Teleproduction and postproduction equip- 

mcn{-€onthnted 
-Technical definitions, 18:1532 Appx. C 
Tennis racket restringing and repairing, 18:1553 
Termination of business, liability of responsible 

person, 18:1702.5 
Timber, 18:1596 
-Harvesting equipment and machinery, 18:1534, 

18:1534 Appx. A 
Tire retreading and recapping, 18:1548 
Trade-in transactions, 18:1654 
Trading stamps, 18:1671 
-Excess tax reimbursement, 18:1700 
Trailers, use in interstate or out-of-state commerce, 

18:1620.1 
-Exemption certificate, 18:1620.1 Appx. 
Training services 
-Aircraft, 18:1593, 18:1669 
-Computer equipment and programs, 18:1502 
Transactions taxes, 18:1821-18^:1827 
-Aircraft, 18:1823.5, 18:1825 
-Applicability of tax, 18:1821, 18:1823 
-Boats, 18:1823.5 
-Collection by retailer, 18:1827 
-Construcfion contractors, 18:1826 
-Leases, 18:1823 
-Motor vehicles. 18:1823.5 
-Place of delivery, 18:1823.5 
-Place of sale, 18:1822 
Transportation of property, 18:1628-18:1632 
-Charges for transportation, 18:1628 
-COD fees, 18:1632 
-Damaged goods, 18:1629 

-Packing, loading and shipping material. 18:1630 
Trucks, use in interstate or out-of-state commerce, 

18:1620.1 
-Exemption certificate, 18:1620.1 Appx. 
United States, sales to, 18:1614-18:1618 
-Construction contractors, 18:1521 
— Local taxes, 18:1806 
— Transactions taxes, 18:1826 
-Interstate and foreign commerce, 18:1620 
-Mortician services, 18:1505 
-Seller's permits, 18:1699 
-Supply contracts, 18:1618 
Use tax, 18:1684-18:1687 
-Collection by retailer, 18:1684, 18:1827 
-Information returns, 18:1687 
-Local taxes, 18:1803 
-Payment by purchaser, 18:1685 
-Receipts for payment, 18:1686 
-Transactions taxes, 18:1826 
Vehicles and trailers, use in interstate or 

out-of-state commerce, 18:1620.1 
-Exemption certificate, 18:1620.1 Appx. 
Vending machines, 18:1574 
-Local taxes, 18:1802 
-Military installations. 18:1616 
-Transactions taxes, 18:1822 
Vessels 
See Boats, this heading 
Veterans' organizations, flag sales, 18:1597 
Veterinarians, 18:1506 
-Drugs and medicines, 18:1587 
Videotapes, cassettes, and discs; lease, 18:1660 
Violations, 18:1500 
Warranty charges, 18:1655 
Watch repair, 18:1553 
Watercraft 

See Boats, this heading 
Weapons 

-Gun clubs, 18:1506 
-United States supply contracts, 18:1618 
Websites, 18:1540 
Welfare exemption, 18:1570 
Wells, deep-well pumps, 18:1521 
Wine, 18:1568 

Wireless telecommunication devices, 18:1585 
X-ray laboratories, 18:1528 
Youth organizations, 18:1597 
-Food services, 18:1603 



SALES FACTOR 

Allocation of income 
See BANK AND CORPORATION TAX 

SATELLITES 

Located in outer space, no tax situs in state, 18:206 

SAVINGS AND LOAN ASSOCIATIONS 

Taxation 
See ^eiierallx BANK AND CORPORATION 
TAX 

SAVINGS BONDS, U.S 

See BONDS, INVESTMENT 

SCHOOL BUILDING CONSTRUCTION 

Factory built school buildings, sales and use tax, 

18:1521, 18:1802, 18:1806 
-Lease, 18:1660 

SCHOOL BUSES 

Fuel u.se tax exemption, 18:1323 

SCHOOL FACILITIES AND EQUIPMENT 

Sales and use tax, factory buiil school buildings. 

18:1521, 18:1802, 18:1806 
-Lease, 18:1660 

SCHOOLS AND SCHOOL DISTRICTS 

Sales and use tax 
-Food services, 18:1603 
-Leases to schools, 18:1669 
— Motor vehicles. 18:1669.5 
-Summer camps, 18:1506 
-Vending machines. 18:1574 
-Youth clubs. 18:1597 

S CORPORATIONS 

Nonresidents, income tax, 18:17951-4 

SEARCH AND SEIZURE 

Cigarette and tobacco products, licensing viola- 
tions, 18:4703 

SEA TRANSPORTATION COMPANIES 

Bank and corporation tax, allocation of income, 
18:25101 

SECURITIES 

Broker-dealers, income tax, information returns, 

18:18641 
Dividends 

See DIVIDENDS 
Gift tax 

See GIFT TAX 
Income tax, nonresidents, 18:17952 
-Estate or trust beneficiaries, 18:17953 

SEEDS 

Sales and use tax, 18:1588 

SENIOR CITIZENS PROPERTY TAX ASSIS- 
TANCE 

Aliens, eligibility, 18:20561 
Franchise Tax Board appeals, hearing procedure, 
18:5070-18:5086 

SENIOR PERSONS 

Sales and use tax, food services. 18:1603 

SERVICE ORGANIZATIONS AND CLUBS 

See NONPROFIT ORGANIZATIONS 

SERVICE STATIONS 

Diesel fuel tax, 18:1411-18:1470 

See also DIESEL FUEL TAX 
Use fuel tax 

See USE FUEL TAX 

SHARES 

See SECURITIES 

SHEEP 

Sales and use tax, 18:1587 

SHIPS 

See BOATS AND BOATING 

SIGNS, ELECTRIC 

Sales and use tax, 18:1521 

SIGNS, NEON 

Sales and use tax, 18:1660 

SILVER BULLION 

Sales and use tax, 18:1599 

SMOKING 

See CIGARETTE TAX 



SOCIAL SECURITY 

Medicare supplement coverage, sales and use tax, 
18:1614 

SOCIAL SECURITY TAX 

Bank and corporation tax deduction, 18:24345-5 

SOIL CONSERVATION 

Bank and corporation tax deductions, 18:24369(a) 

SOUND RECORDINGS 

Sales and use tax. 18:1527 

SPECIAL OLYMPICS, INC. 

Sales and use tax, 18:1597 

SPILLS, OIL 

See OIL SPILL PREVENTION AND 
RESPONSE FEES 

SPOUSES 

Community property interest, deceased taxpayer, 
income tax, 18:17742 

Income tax 
See INCOME TAX 

Sales and use tax, innocent spouse, relief from lia- 
bility. 18:1705.1 

STATUTE OF LIMITATIONS 

Bank and corporation tax, patronage dividend elec- 
tion, 18:24273.5 

Gift tax, 18:15802 

Income tax, patronage dividend redemptions. 
18:17086 

Inheritance tax, 18:14501.2, 18:14533.1, 18:14551 

STOCKS 

See SECURITIES 

SUBDIVISIONS 

See REAL ESTATE 

SUCCESSION 

Inheritance tax 
See INHERITANCE TAX 

SWINE 

Sales and use tax, 18:1587 



TAILORS 

Sales and use tax, 18:1524 

TANKS 

Underground storage tanks 
See UNDERGROUND STORAGE TANKS 

TAXATION 

See also specific type of tax (e.g., INCOME 
TAX) or specific item taxed (e.g., CIGA- 
RETTES) 
Bank and corporation tax 

See BANK AND CORPORATION TAX 
Corporations 

See BANK AND CORPORATION TAX 
Delinquent taxes 

See specific type of tax 
Diesel fuel, 18:1411-18:1470 

See also DIESEL FUEL TAX 
Emergency telephone users surcharge 

See TELEPHONE COMPANIES 
Energy resources surcharge 

See ENERGY RESOURCES SURCHARGE 
Gift tax 

See GIFT TAX 

Hazardous waste generator fee, 18:3000 
Income tax 

See INCOME TAX 
Inheritance tax 

See INHERITANCE TAX 
Joint strike fighter tax credits 

See JOINT STRIKE FIGHTER PROGRAM 
Manufacturers' investment credit 
-Bank and corporation tax, 

18:23649-0-18:23649-11 
-Income tax, 18:17053.49-0-18:17053.49-11 
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JAXAJ\OH-i(>ntiiniC(l 
Motor vehicle fuel license tax 

Si'c MOTOR VHHICLE HJBL LICENSE TAX 
Property tax 

Sec PROPIiRTY TAX 
Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
Sales and use tax 

Sec SALES AND USE TAX 
Telephone companies 

Sci' TELEPHONE COMPANIES 
Undergi'ound storage tank maintenance fees, 

18:1201-18:1271 
Use fuel tax 

Sec USE FUEL TAX 

TAX CREDITS 

Sec specific type of tax 

TAXIDERMISTS 

Sales and use tax, 18:1506 

TAX LIENS 

See LIENS 

TAXPAYER BILL OF RIGHTS, 18:5090-18:5095 

Claims procedure, 18:5093 

Eligible claims, 18:5091 

Fees for professional representation, 18:5092 

Notice of decision, 18:5095 

Oral hearings, 18:5094 

Reimbursement claims, taxes subject to, 18:5090 

TELEPHONE COMPANIES 

Emergency telephone users surcharge, 

18:2401-18:2431 
-Banks, exemption, 18:2413 
-Billing agents, liability, 18:2406, 18:2413 
-Billing aggregators, liability, 18:2406 
-Common carriers, exemption, 18:2413 
-Consulates, exemption, 18:2413 
-Definitions, 18:2401 
-Electronic funds transfer payments, 18:2425, 

18:4905 
-Exemptions, 18:2413 

-Franchise Tax Board appeals, 18:5020-18:5024 
—Hearing procedure, 18:5070-18:5086 
-Indian reservations, exemption, 18:2413 
-Insurance companies, exemption, 18:2413 
-Partial payments, 18:2405 
-Payment, 18:2422 
— Billing agents, liability, 18:2413 
—Electronic funds transfers, 18:2425, 18:4905 
— Partial payments, 18:2405 
-Prepaid calling cards, 18:2403 
-Records, 18:2431, 18:4901 
-Red Cross, exemption, 18:2413 
-Registration of utility, 18:2421 
-Reimbursement claims, taxpayer bill of rights, 

18:5090-18:5095 
-Relief from liability, 18:2432, 18:4902 
-Returns, 18:2422 
-United States, exemption, 18:2413 
Sales and use tax, 18:1521 
-Switching equipment, 18:1521 
Universal telephone service tax 
-Credits, 18:2610 
-Payment by electronic funds transfers, 18:3005, 

18:4905 

TELEPHONES 

Cellular phones, sales and use tax. 18:1585 

TELEVISION 

Teleproduction and postproduction equipment, 
sales and use tax, 18:1532 

TENANCY 

Leases 
See LEASES 

TESTIMONY 

See WITNESSES AND TESTIMONY 

THEFT 

Bank and corporation tax, deductions for losses, 
18:24347-8 

TIMBER AND TIMBERLANDS 

Propertv tax 
See PROPERTY TAX 



TIMBER AND TiMBERLANDS-c o;!/;>7Wf J 

Sales and use tax, 18:1596 

-Harvesting equipment and machinery, 18:1534, 

18:1534 Appx. A 
Yield tax 

-Applicability, 18:1026, 18:1027 
-Exempt timber. 18:1024 
-Franchise Tax Board appeals, 18:5020-18:5024 
—Hearing procedure, 18:5070-18:5086 
— Jeopardy determinations, 18:5030-18:5036 
-Open-space lands, valuation, 18:53 
-Records, 18:1031 

-United States Forest Service contractors. 18:1027 
-Valuation, 18:41, 18:471. 18:1020-18:1023 
—Areas, 18:1020 
— Exempt timber, 18:1024 
--Grading rule, 18:1021 
— Harvest value, 18:1023 
— Open-space lands, 18:53 
--Unit of measure, 18:1022 

TIME LIMITS 

See STATUTE OF LIMITATIONS 

TOBACCO PRODUCTS 

Cigarettes 

See CIGARETTE TAX 
Licensing requirements. 18:4500-4703 

See also CIGARETTE AND TOBACCO PROD- 
UCTS LICENSING ACT OF 2003 

TOILET FACILITIES 

Sales and use tax, chemical toilets, lease, 18:1660 

TOOLS 

See EQUIPMENT AND TOOLS 

TRADEMARKS 

Corporation tax. amortization of expenditures, 

18:24368.1 
Gift tax, valuation. 18:15551.15 
Income tax 

-Nonresidents, 18:17952 
— Estate or trust beneficiaries. 18:17953 
-Withholding. 18:18662-2 
Inheritance tax. valuation. 18:13951.12 

TRAILER HOMES 

See MOBILE HOMES 

TRANSIT AUTHORITIES 

Sales and use tax levies 
See SALES AND USE TAX. subheading: Trans- 
actions taxes 
Use fuel tax exemption. 18:1323 

TRANSPORTATION 

See AIR TRANSPORTATION; COMMON CAR- 
RIERS 

TRUSTS 

Bank and corporation tax 

See BANK AND CORPORATION TAX 
Gift tax 

See GIFT TAX 
Income tax 

See INCOME TAX 
Property tax, reappraisal requirements, 18:462.160 
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UNDERGROUND STORAGE TANKS 

Maintenance fees, 18:1201-18:1271, 18:1205 

-Exemptions. 18:1220 

-Franchise Tax Board appeals, 18:5020-18:5024 

—Hearing procedure, 18:5070-18:5086 

— Jeopardy determinations, 18:5030-18:5036 

-Liability, 18:1212 

-Payment by electronic funds transfer, 18:1214, 

18:4905 
-Payment by operator. 18:1213 
— Statement of operator, form. 18:1213 Exh. B 
— Statement of owner, form, 18:1213 Exh. A 
-Rebuttable presumption of ownership, 18:1205 
-Records, 18:1271. 18:4901 



UNDERGROUND STORAGE Ifi^UKS-contimied 

Maintenance fces-i-ontinued 

-Reimbursement claims, taxpayer bill of rights, 

1 8:5090- 18:-5095 
-Relief from liability, 18:1248, 18:4902 
Use fuel tax 
See Maintenance fees, this heading 

UNEMPLOYMENT COMPENSATION 

Bank and corporation tax deductions, 18:24345-5 

UNITED STATES 

Diesel fuel tax. exemptions, 18:1434 

Emergency telephone users surcharge exemption, 
18:2413 

Energy resources surcharge exemption, 18:2316 

Gift tax exemptions for charitable gifts to. 
18:15441.1 

Inheritance tax exemptions for transfers to. 
18:13841.1 

Sales to 

-Motor vehicle fuel, tax exemption, 18:1134 

Sales to, sales and use tax, 18:1614-18:1618 

-Construction contractors, 18:1521 

—Local taxes, 18:1806 

— Tran.sactions taxes. 18:1826 

-Interstate and foreign commerce. 18:1620 

-Mortician services, 18:1505 

-Seller's perirut.s. 18:1699 

-Supply contracts, 18:1618 

Underground storage tank maintenance fees exemp- 
tions, 18:1220 

UNITED STATES SAVINGS BONDS 

See BONDS. INVESTMENT 

UNRELATED BUSINESS INCOME TAX 

See BANK AND CORPORATION TAX 

USED CARS 

See MOTOR VEHICLES 

USED OIL RECYCLING PROGRAMS FEES 

Franchise Tax Board appeals, 18:5020-18:5024 
-Hearing procedure, 18:5070-18:5086 
-Jeopardy determinations. 18:5030-18:5036 
Reimbursement claims, taxpayer bill of rights. 
18:5090-18:5095 

USE FUEL TAX, 18:1301-18:1334 

Access to Board of Equalization records. 18:8010 

Agricultural fuel use, exemption. 18:1316 

Annual flat rate tax. 18:1318. 18:1325 

Commercial vehicles, small, 18:1331.1 

Construction fuel use, exemption, 18:1316 

Conversion factor, 18:1301 

Credits, 18:1317 

-Bad debt loss, 18:1331.6 

Definitions, 18:1301-18:1306 

-Fuel, 18:1301 

-Fuel tank. 18:1305 

-Highway. 18:1303 

-Motor vehicle. 18:1302 

-Passenger carriers, 18:1323 

-Underground storage tanks, maintenance fees, 

18:1201 
-User, 18:1304 
-Vendor, 18:1306 
Electronic funds transfer payment, 18:1331.2. 

18:4905 
Exemptions. 18:1316 
-Federal taxes. 18:1617 
-Liquefied petroleum gas pumping. 18:1321 
-Passenger carriers, 18:1323 
Flat rate tax, 18:1318, 18:1.325 
Forms 

-Off-highway use exemption certificate, 18:1320 
-Underground storage tank maintenance fee pay- 
ments by operator 
— Statement of operator, 18:1213 Exh. B 
— Statement of owner, 18:1213 Exh. A 
Franchise Tax Board appeals. 18:5020-18:5024 
-Hearing procedure, 18:5070-18:5086 
-Jeopardy determinations, 18:5030-18:5036 
Fuel tank 

-Definition, 18:1305 

-Deliveries without payment of tax, 18:1319 
—Off-highway use. 18:1320 
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USE FUEL JAX^-ontiinu'd 
Hearings 

Sec Franchise Tax Board appeals, this heading 
Highway, delinilion. 18M303 
Imposition. 18:1316-18:132.'=; 
Keylock or other unattended sales, liability, 

18:1318 
Liability 

-Relief of. 18:1335 
-Successor, 18:13.34 
-Vendor. 18:1318 
Liquefied petroleum gas 

-Cargo tank, consumption by vehicle engines sup- 
plied directly from, 18:1322 
-Pumping, exemption. 18:1321 
Motor vehicle, definition, 18:1302 
Off-highway fuel use. exemption. 18:1316. 18:1319 
()veipayment.s, 18:1317, 18:1318 
Passenger carriers, exemption, 18:1323 
Payment 

-Annual flat rate tax, 18:1318, 18:1325 
-Electronic funds transfer. 18:1331.2, 18:4905 
-Fuel tank deliveries without payment of tax, 

18:1319 
—Off-highway use, 18:1320 
-Relief of liability, 18:1335 
-Vendor, weekly, 18:1331.5 
Private passenger automobiles, applicability, 

18:1331.1 
Records. 18:4901 

-Access to Board of Et]ualization records, 18:8010 
-Exemption claims, 18:1316 
— Passenger carrier, 18:1323 
-Passenger carrier exemption, 18:1323 
-Underground storage tanks, maintenance fees, 

18:1271 
-User, 18:13.32 
Redetermination hearings 

See Franchise Tax Board appeals, this heading 
Refunds, 18:1317, 18:1318 
Reimbursement claims, taxpayer bill of rights, 

18:.5090- 18:5095 
Relief from liability, 18:1335. 18:4902 
Reports 

See also Returns, this heading 
-Returns, 18:1325 

-User, quarteriy reports, 18:1331, 18:1331.1 
-Vendor, weekly reports, 18:1331.5 
-Vendor bad debt losses, 18:1331.6 
Returns 

-Annual flat rate tax, 18:1325 
-User, quarterly reports, 18:1331, 18:133L1 
-Vendor 

—Bad debt losses, 18:1331.6 
—Weekly reports, 18:1331.5 
Successor hability, 18:1334 
Underground storage tank maintenance fees, 

18:1201-18:1271 
-Exemptions, 18:1220 
-Liability for fee, 18:1212 
-Payment of fee by operator, 18:1213 
— Statement of operator, form. 18:1213 Exh. B 
— Statement of owner, form, 18:1213 Exh. A 
-Records, 18:1271 
-Relief from liability, 18:1248 
Unit of measure, 18:1301 
User 

-Definition, 18:1.304 
-Quarteriy reports, 18:1331, 18:1331.1 
-Records, 18:1332 
Vendor 

-Bad debt losses, 18:1331.6 
-Definition. 18:1.306 
-Liability, 18:1318 
-Permit, 18:1.307 
— Inactive permits, 18:1307 
— Permit transfers, predecessor liability, 18:1307 
-Predecessor liability after permit transfer, 18:1307 
-Records, 18:1332 
-Returns, weekly reports, 18:1331.5 

USE TAX 

See SALES AND USE TAX 

UTILITIES 

See PUBLIC UTILITIES 



V 



VALUATION 

Gift tax 

See GIFT TAX 
Inheritance tax 

See INHERITANCE TAX 
Property tax 

See PROPERTY TAX 

VEHICLES 

See MOTOR VEHICLES 

VENDING MACHINES 

Cigarettes, taxation, operator's statement, 18:4089 

Permit. 18:1574 

Sales and use tax, 18:1574 

-Local taxes, 18:1802 

-Military installations, 18:1616 

-Transactions taxes, 18:1822 

VESSELS 

Nautical 
See BOATS AND BOATING 

VETERANS 

Property tax exemption, 18:135 
-Panial, 18:464 

VETERINARIANS 

Sales and use tax, 18:1506 
-Dnigs and medicines, 18:1587 

VINEYARDS 

Property tax exemptions, 18:131 

VISUALLY-IMPAIRED PERSONS 

Vendors, sales and use tax on food services, 
18:1603 

VOCATIONAL INDUSTRIAL CLUBS OF AMER- 
ICA 

Sales and use tax, 18:1597 



w 



WAGES 

Income tax 
See INCOME TAX 
Joint strike fighter program 
-Bank and corporation tax credits, 18:23636-1 to 

18:23636-9 
-Income tax credits, 18:17053.36-1 to 

18:17053.36-9 
Minimum wage, meals credited toward, sales and 
use tax, 18:1603 

WAIVERS 

Franchi.se Tax Board appeals 
-Hearings, 18:5076 

-Property tax welfare exemptions, oral hearings, 
18:5064 

WALKERS 

Sales and use tax, 18:1591 

WAREHOUSES 

Manufacturers' investment credit, exclusions 
-Bank and corporation tax, 18:23649-5 
-Income tax, 18:17053.49-5 

WARNINGS 

Cigarette and tobacco product licensing violations, 
notices. 18:4600-18:4602 

WARRANTIES 

Sales and use tax, 18:1655 

WATER 

Poflution and control, oil spills 
See OIL SPILL PREVENTION AND 
RESPONSE FEES 



WATER CONSERVATION 

Bank and corporation tax deductions, 18:24369(a) 

WATERCRAFT 

Sec BOATS AND BOATING 

WATERS EDGE GROUP 

Allocation of income 
See BANK AND CORPORATION TAX 

WATER VENDING MACHINES 

Sales and use tax, 18:1574 

WEAPONS 

Sales and use tax 

-Gun club.s. 18:1506 

-United States supply contracts, 18:1618 

WELLS 

See also OIL AND GAS 
Sales and use tax, deep-well pumps, 18:1521 

WHEELCHAIRS 

Sales and use tax, 18:1591 

WIFE 

See SPOUSES 

WILLS 

Inheritance tax 
See INHERITANCE TAX 

WINE 

See ALCOHOLIC BEVERAGE TAX 

WITHHOLDING 

Bank and corporation tax 

See BANK AND CORPORATION TAX 
Income tax 

See INCOME TAX 

WITNESSES AND TESTIMONY 

See also EVIDENCE 
E'ranchise Tax Board appeals, 18:5079 
-Subpoenas, 18:5086 
Property tax, equalization of county assessment 

hearing, 18:313 
-Subpoena, 18:322 

WIVES 

See SPOUSES 



X 



X-RAYS 

Laboratories, sales and use tax, 18:152^ 



YOUNG MEN'S CHRISTIAN ASSOCIATIONS 
(YMCA) 

Sales and use tax, 18:1597 

YOUNG WOMEN'S CHRISTIAN ASSOCIATIONS 
(YWCA) 

Sales and use tax, 18:1597 



